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iE theory of business cycles has 

been in a peculiarly unsettled posi- 
tion since Keynes's General Theory 

first appeared. The older students of the 
subject were, as a rule, concerned with 
the fluctuations in business activity at 
large—not with the movements of a 
particular economic factor such as pro- 
duction, employment, prices, or incomes. 
Keynes shifted the emphasis violently 
in two directions. First, he made the 
level of employment his major interest. 
Second, he concentrated on the factors 
that tend to make this level at one time 
higher or lower than at another. Thus 
the fundamental unit of analysis became 
the “volume of employment at any 
time” rather than ‘‘the business cycle.”’ 
This shift of emphasis was well suited 
to the thirties, when unemployment 
overshadowed every other economic and 
political problem. Before long Keynes's 
theory was eagerly embraced and ingen- 
iously simplified. Not only business-cycle 
theory but the theory of value itself fell 
for a time by the wayside. For if Keynes 
was able to explain what determines the 
volume of employment without troubling 
much about the cost-price structure, 


some of his followers could do so without 
troubling about it at all. 

But economic life does not stand still, 
and every change in its underlying con- 
ditions sooner or later stimulates fresh 


economic thinking. Under the impact of © 


war and inflation during the forties, 
theoretical interest has slowly re-emerged 
in the behavior of prices, production, 
efficiency, and the business cycle. Hicks’s 
recent book on the “trade cycle” is a 
significant expression of renewed con- 
cern with the cycle, in contrast to the 
level of employment." A fundamental 
task of modern economics, as Hicks sees 
it, is to pass from the Keynesian theory 
of employment to a theory of business 
cycles. And that is what he has set out 
to do. “It is . . . a mistake,”’ he tells us, 
“to begin one’s investigation with a 
definition of the kind of fluctuation 
which one is going to regard as basic 

deciding whether one is going to regard 
the cycle as being fundamentally a fluc- 
tuation in employment, or output, or 
prices, or interest rates, or money sup- 
plies. It is better to allow the definition 


* J. R. Hicks, A Contribution to the Theory of the 
Trade Cycle (Oxford: Clarendon Press, 1950 
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to emerge as the theory develops” (p. 2 

rhis suggests that the interdependence 
of the money supply, costs, prices, prof- 
its, income disbursements, consumer 
spending, investment, employment, and 
other economic factors will be fully dis- 
played in unfolding the drama of the 
And if this suggestion carries a 
promise of useful achievement, so too 
does Hicks’s awareness of the hard road 
that must be traveled in building knowl- 
edge. For while he believes he has found 
the “main part of the answer’ to the 
puzzle of business cycles, he candidly 
describes his work as “‘little more than 


cy le 


an untested hypothesis’ which will need 
to be tested “against the facts’ before it 
can be accepted as a basis for prescrip- 
tions of (p. Vv). 


The literature on business cycles is 
rich in formal models. That is hardly 
surprising in view of the widespread 
tendency to theorize about the cycle 
with little regard to the facts of expe- 
rience. Any competent logician, espe- 
cially if he has the command of mathe- 
matics, can select a set of simplified 
conditions and deduce a cyclical path 
from what he has assumed. Hicks recog- 
nizes that such a theory cannot be a 
“true theory” unless one can show that 
the causes it isolates ‘‘are actually those 
which are the most important in prac- 
tice’’ (p. 83). His objective is not a formal 
model of the cycle but one that will 
enable us to make sense of our concrete 
experiences. Hence, as he puts it, “it is 

wise to begin by attempting to 
explain what has been experienced; any- 
thing else must be a matter of prophecy, 
or at any rate, extrapolation” (p. 8) 

But what precisely ave the business 
cycles of experience in which Hicks’s 
interest centers? And to what features 


‘ 
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or aspects of that experience is his expla- 
nation directed? Early in his book (p. 2) 
he notes that “the economic history of 
the last 150 years organizes itself 

easily into a series of 7- to 10-year 
cycles."’ On page 57 he states that a 3 
per cent annual “trend rate of growth 

. seems to have been characteristic of 
the nineteenth century."’ On page 89 he 
suggests that a perfectly uniform cycle 
superimposed on an exponential trend 
“is extraordinarily like the cyclical oscil- 
lation for which we are looking’ that 
is, like the cycle “‘we find in reality” 
during the past “two centuries.’ On 
page 2 he records that business cycles 
“differ among themselves quite consid- 
erably; but there can surely be no 
doubt of their family likeness.”’ On pages 
108-9, on the other hand, he remarks 
that “certainly the cycles of reality do 
not repeat each other; they have, at the 
most, a family likeness."’ On page 3 he 
speaks of the “underlying repetitive- 
ness’’ of the business cycle; and on page 
123 he suggests that the cycle is marked 
by a “fundamental regularity” on which 
“superficial irregularities’ are ‘‘super- 
imposed.” 

These remarks, and others like them, 
fail to convey a clear idea of the eco- 
nomic nature or the historical range or 
the geographic scope of the actual phe- 
nomenon or phenomena that Hicks is 
trying to explain. Nor is it possible to 
infer with complete confidence the tem- 
poral or spatial boundaries of the alleged 
cycles from the institutions analyzed by 
Hicks, since his theory moves on an ex- 
tremely abstract level. Hicks treats the 
real output of any period as uniquely 
determined, except for a portion consti- 
tuting ‘‘autonomous investment,” by 
the outputs of past periods. This, in a 
sentence, is the essence of his theory of 
output; and his theory of the business 
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cycle is simply a theory of the cycle in 
output, despite the wider scope sug- 
gested by the passage I have previously 
quoted. Now a fixed link between past 
and current outputs, if it exists at all, is 
no more a property of the economy of 
modern England than of the modern 
Ukraine (or, for that matter, the econ- 
omy of Adam and Eve after they had 
strayed from virtue), and it is not en- 
tirely clear that Hicks would be averse 
to lumping them. To justify his assump- 
tion of a closed economy, he observes 
that ‘after all, the world as a whole isa 
closed economy ; and the processes which 
the real theory studies are not made 
different in character by the fact that 
they extend across national frontiers’’ 
(p. 155). But if Hicks’s theoretical arm 
really aims to stretch across the world, I 
am not at all sure, judging from some 
long-range production indexes I have 
seen, whether it could reach any actual 
cycle in world output. One need not go 
back very far to find agriculture domi- 
nant in world economy and its fluctua- 
tions in different areas offsetting one 
another in the earthly aggregate. Such 
offsetting is considerable even in indus- 
trial output and down to the current 
day; though I have no doubt that an 
occasional catastrophe, like that of the 
1930's, leaves its imprint on world out- 
put. 

My main purpose in making these 
realistic observations is to bring out the 
abstract character and limited objective 
of Hicks’s inquiry. Unless that is under- 
stood, a fair appraisal of his work is im- 
possible. It is no part of Hicks’s problem 
whether business cycles are five or ten 
or twenty years long, whether the am- 
plitude of the cycles is large or small, 
whether the cycles are of national or 
international scope, whether they extend 
over all or only a few of the economic 
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activities of a nation. We should not 
expect him to explain why business 
cycles in the United States have been 
shorter than in England or more violent 
than in Germany, or why the United 
States and England experienced a cycli- 
cal downswing in 1920-21 and 1937-38 
while Germany did not, or why the 
amplitude of a cyclical expansion in 
aggregate activity is rather closely cor- 
related with the amplitude of the pre- 
ceding but not of the following contrac- 
tion, ‘or why stock financing usually 
moves with the cycle in aggregate ac- 
tivity while bond financing moves con- 
tracyclically, or why the ratio of the 
change in inventory investment to the 
change in gross investment during a 
cyclical phase tends to vary inversely 
with the length of the phase—or to ex- 
plain any of a hundred other features of 
the business cycles of experience. The 
essential object of Hicks’s inquiry is the 
cycle in output rather than the cycle in 
business activity as a whole; and this 
object is sufficiently defined for his pur- 
pose by the generally familiar fact that 
the aggregate production of industrial- 
ized nations has fluctuated along a rising 
trend and that these fluctuations do not 
look at all like random movements. 

To explain the fluctuations in real out- 
put (or income), Hicks makes effective 
use of the principles of the ‘“multiplier’’ 
and the “accelerator,”’ as these terms 
have come to be used in recent litera- 
ture. The “multiplier mechanism” shapes 
the movements of consumption in his 
model, while the “accelerator’’ shapes 
the movements of investment except 
for a certain autonomous part, Hence 
“the theory of the multiplier and the 
theory of the accelerator are the two 
sides of the theory of fluctuations, just 
as the theory of demand and the theory 
of supply are the®two sides of the theory 
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of value” (p. 35). As these remarks may 
suggest, Hicks’s theory has severe mod- 
ern lines, runs in terms of very broad 
technical connec- 


tions between them, and reaches its goal 


aggregates, stresses 
with only incidental reference to costs, 
prices, protits, or human motivation. To 
evaluate Hicks’s ingenious theoretical 
construction, it is necessary to examine 
with some care its two main pillars—the 
theory of the multiplier and the accel- 
eration principle. 


The theory of the multiplier goes back 
to Kahn and Keynes. Jn earlier eco- 
nomic literature, we do not find any ex- 
plicit * function,” or a 
“marginal propensity to consume” of 
less than unity, or an “investment mul- 


‘consumption 


tiplier”’ in the guise of a reciprocal of 
“the marginal propensity to save.’ All 
these are innovations of modern theory, 
principally associated with the name of 
Keynes. The older economists were, of 
course, more or less aware of the proc- 
esses which the theory of the multiplier 
condenses into a formula. They realized 
that an increase in investment would 
tend to increase the flow of incomes, that 
the spending of all or a part of the newly 
received income by the public would 
tend to generate new income, and that 
investment therefore has a multiplier 
effect on consumption and national in- 
come. Thev did not, however, attach 
mechanically the dollars spent on ‘‘con- 
sumption” to the prior receipt of income 
any more than they attached the dollars 
spent on “investment” to any category 
of prior receipts. They did not think of 
the multiplier as a determinate number 
which summed up the effects of succes- 
sive respendings of income, or which 
detined a new equilibrium via a change 
in investment. Confronted with the mod- 
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ern theory, they would have acknowl- 
edged the processes telescoped in the 
multiplier, though they would have ex- 
pressed skepticism concerning the sta- 
bility of the consumption function and 
concerning a marginal propensity to con- 
sume that is always less than unity. 
This, in any case -and here can be 
definite was the position of Mitchell 
and Schumpeter. Nor do | suppose that 
Keynes would have seriously disagreed 
with them in the precise context of the 
theory of the cycle rather than of the 
general level of employment. It is well 
to recall that in his famous letter to 
Elizabeth Gilboy he explained that the 
assumption of a marginal propensity to 
consume of less than unity was not a 
necessary premise of his theory of em- 
ployment; for, if the assumption were 
not valid, it would merely follow that 
the economic system is inherently un- 
stable.’ And, of course, Keynes explained 
in The General Theory that consumption 
was a function of several variables be- 
sides income (chap. viii), and actually 
developed some reasons (chap. xxii, 
“Notes on the Trade Cycle”) why the 
propensity to consume out of a given 
income would shift in the course of a 
business cycle. 

But the most striking and novel part 
of Keynes's work was the formal! theory 
of underemployment equilibrium, and 
here he permitted himself to treat con 
sumption as a numerically unique and 
invariant implicate of income. It was, 
of course, this feature of Keynes’s work 
that caught the fancy of economists. 
For, if the step was legitimate, economics 
was on the threshold of becoming an 
engineering science. In the years imme- 
diately following publication of The Gen- 
eral Theory the belief was widely held 

? Quarterly Journal of Economics, LIM (August 


1930), 934 
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that, once the desired level of income or 
employment was specified, the econo- 
mist could tell to a good approximation 
what amount of investment—or of some 
practical equivalent—-would bring that 
income or employment into being. But, 
if the economist was to function as an 
engineer, he needed good empirical esti- 
mates of the consumption function. 
Thus under Keynes's influence extensive 
research on the relation between con- 
sumer spending and national income got 
under way. At first the results looked 
very promising, for the correlation be- 
tween consumption and income turned 
out to be remarkably high. As the re- 
search moved forward, it appeared how- 
ever that the computed value of the 
marginal propensity to consume was 
sensitive to comparatively slight shifts 
in the character of the underlying data, 
to slight shifts in the period covered 
by the statistics, and to shifts from 
annual data to quarterly or vice versa. 
Not only that, but it became inereas- 
ingly plain that the critical matter for 
purposes of control on Keynesian lines 
was the savings function rather than the 
consumption function, and that the cor- 
relation between savings and income 
was decidedly lower than between con- 
sumption and income. Under the pres- 
sure of empirical studies, faith in an 
early engineering science of economics 
perceptibly weakened. Numerous inves- 
tigators left Keynes's precise formula- 
tions behind them, and immersed them- 
selves in exploring the facts of consump- 
tion and disentangling the numerous 
forces that influence the spending of 
consumers and the saving of individuals 
and business firms. 

But, while many took the path of 
empirical inquiry, others devoted them- 
selves to refining Keynes's consumption 
function and elaborating its theoretical 


implications. Hicks’s contribution clear- 
ly belongs in this compartment. His con- 
sumption function links consumption ex- 
clusively to aggregate income as does 
Keynes's, but the relation is not the 
same. Keynes's consumption and _ in- 
come are expressed in a wage unit, while 
Hicks’s are expressed in an output unit. 
Keynes's income is gross of depreciation 
allowances, while Hicks’s is net. Keynes's 
income is current income, while Hicks’s 
is a set of past and current incomes. The 
first of Hicks’s modifications is capable 
of leading to analysis of productivity as 
well as employment changes, and Hicks 
rightly attaches importance to this. The 
second modification seems less fortunate 
from the viewpoint of realistic analysis; 
for in the Keynesian version a change in 
gross investment will tend to generate a 
change in consumption and net income 
even if net investment is constant, while 
this cannot happen in Hicks’s version. 
However, both the one moditication and 
the other have merely formal conse- 
quences within the range of Hicks’s in- 
quiry. What does make a substantial 
difference is the consumption lag. At 
this point Hicks’s work links up with the 
empirical branch of post-Keynesian in- 
vestigation—as represented, for exam- 
ple, by the researches of Ezekiel, Due- 
senberry, Modigliani, and Ruth Mack, 
who have stressed the influence of past 
income on current consumption.’ It ap- 
pears, therefore, that there is good em- 

3M. Ezekiel, “Statistical Investigations of Sav- 
ing, Consumption, and Investment,”’ American Eco 
nomic Review, Vol. XXXII (March, 1942); F 
Modigliani, “Fluctuations in the Savings-Income 
Ratio,” in Vol. XI of Studies in Income and Wealth 
by the Conference on Research in Income and 
Wealth (New York: National Bureau of Economic 
Research, 1949); Ruth Mack, “The Direction of 
Change in Income and the Consumption Function,” 
Review of Economics and Statistics, Vol. XXX 
(November, 1948); J. S. Duesenberry, /ncome, Sav- 
ing and the Theory of Consumer Behavior (Cam- 
bridge: Harvard University Press, 1949). 
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pirical justihcation lor Hicks’s twist to 
the consumption function; and it also 
Opens the road to process analysis a 
road that every student of business cy- 
cles must sooner or later follow. 

lo show how the “multiplier mech 
anism’ shapes the movements of con- 
sumption, it is necessary to have in mind 
some rule about investment. Hicks ex 
plores whole families of such rules. Thus 
he allows investment to shift from one 
steady level to another, and shows how 


under various assumptions about the 


consumption lag consumption and in- 
come will adjust to the investment path. 
Consider the following elementary case. 
Consumption in any “period’’ is, say, 
nine-tenths of the income (or output) 
of the preceding period; in’ period o 
current output is in “equilibrium” with 
investment at 5 and consumption at 45; 
then, for investment in 
period 1 shifts to 1o, and this level of 


some reason, 
investment is maintained in later pe- 
riods. It follows, as a matter of arithme 
tie, that consumption in periods 1, 2, 3, 
ete 
verging to a value of go; that the corre- 


will be 45, 40.5, 53.55, etc., con- 


sponding series for output will be 55, 
, converging to a value 


59.5, O4.55, et 
of roo; that the increase in consumption 
ultimately becomes 45, or nine times as 
much the of investment, 
while the increase in output ultimately 


hecomes so, or ten times as much as the 


increase 


as 


increase of investment. This, of course, 
is the Kahn theory of the multiplier; but 
Hicks generalizes it to cover consump- 
tion lags of any degree of complexity. 
Resides, he shows with exemplary skill 
how consumption and income will re- 
spond when investment follows a more 
complicated path as when it expands 
progressively, contracts progressively, or 
undergoes periodic fluctuations. The re- 
sult is a very elegant generalization of 
the multiplier theory 
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Hicks’s lucid prose enables even the 
nonmathematical reader to see that, as 
he moves from one situation to the next, 
the multiplier mechanism keeps ticking 
away without pause or misadventure. 
It always includes two “parts” a rigid 
consumption function, some rule about 
investment, and nothing else. It is well 
to stop and examine each part because 
in Hicks’s theory the multiplier mech- 
anism is not a mere tool of analysis but 
the whole or at least the preponderant 
part of what needs to be understood 
about the economics of consumption in 
the cycle of experience. With respect to 
the first part of the mechanism, it may 
be asked what basis Hicks has for treat- 
ing consumer spending as if it were a 
purely passive response to past and cur- 
rent income. Is it proper, to be more 
specific, to ignore the influence of chang- 
es in income distribution on consumer 
spending? Hicks disposes of this question 
by remarking (p. 36) that his consump- 
tion lag already allows for a changing 
income distribution, but he does not 
supply any reasons to bolster the naked 
assertion. Again, is it proper to ignore 
the vicissitudes of corporate and other 
nonpersonal saving in formulating the 
relation of consumer spending to total 
national income? Hicks apparently feels 
that the consumption lag disposes in 
principle also of this complication, the 
reason being that “undistributed profits 
are in principle temporary” (p. 22). 
Surely, when he writes in this vein, 
Hicks cannot be thinking of the financial 
processes whereby small firms in this 
country or England have grown large. 
And what of the other factors that have 
been troubling empirical investigators 
of the consumption function? How and 
in what degree is consumption influenced 
by movements of the price level? By 
changes in relative prices? By capital 
gains or losses? By the stock of liquid 
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assets or other accumulation from past 
effort? By the terms on which consumer 
credit is extended? By expectations con- 
cerning income or price changes in the 
near future? By the rate at which new 
families are being formed and other 
demographic variables? If national out- 
put equals the sum of consumption and 
investment, are government expendi- 
tures on currently produced commodi- 
ties and services to be split in some 
fashion between consumption and _ in- 
vestment? If so, is consumption still to 
be expressed as a simple function of past 
and current income? Hicks does not 
comment on these issues. I assume his 
position is that, while they may need to 
be considered in examining long periods, 
they can be safely ignored over the pe- 
riod of a business cycle. But, if that were 
the case, one should be able to make a 
good short-run forecast of savings from 
a consumption function of Hicks’s type. 
To my knowledge the statistical litera- 
ture on the consumption function, which 
already includes some experiments on 
Hicks’s lines, does not justify a strong 
faith in that possibility.‘ I find it difficult 
to suppress the feeling that Hicks’s 
theory of consumption is quite inade- 
quate and that this part of his multiplier 
mechanism limps as a consequence. 

But what of the second part of the 
mechanism? This, it will be recalled, is 
the rule about investment; and here the 
basic question is what economic forces 
can be relied on to maintain any partic- 
ular rule and how they do so. Surely, 
some theory of production is implicit in 
the multiplier mechanism, but Hicks 
does not tell what it might be. To go 
back to our preceding illustration, what 

4A careful statistical analysis of how well 
Various consumption and savings functions have 
fared as forecasting devices has been made by 
Robert E. Ferber, “A Study in Aggregate Consump- 
tion Functions” (unpublished University of Chicago 
dissertation, 1951). 


are the economic incentives or pressures 
that will keep real investment at the 
assumed figure of 10? Or, to put the 
same question another way, how is it 
possible for real output to exceed real 
consumption, period after period, by the 
exact figure of 10? It seems clear that 
the multiplier theory requires that an 
increase or decrease in demand during 
any period be precisely matched by an 
adjustment of supply; but how is this 
adjustment achieved? Are we to assume 
that every firm has a perfectly elastic 
supply schedule until the ‘‘ceiling’’ to 
output is reached? That monopoly is ab- 
sent or that its presence can make no 
difference to the process of adjusting 
supply to demand? That no businessman 
ever makes a mistake or that errors and 
other obstacles to proper adjustment 
cancel out? Until the theory of produc 

tion secreted in the multiplier mecha- 
nism is made explicit, there is bound to be 
a lingering suspicion that the mechanism 
is merely a stimulating suggestion of 
how the arithmetic of certain economic 
quantities may work out. Unless | have 
missed something vital in Hicks’s theory 
of the multiplier, that is the point at 
which he leaves it. To be sure, in his 
model of the cycle the rule about invest 

ment flows from a theory of the invest- 
ment process; but} as we shall see, this 
theory is confined to the demand side of 
investment and takes for granted con- 
ditions of supply except for the recogni- 
tion of a “ceiling” to output and a “‘floor”’ 
to investment. 


The theory of the multiplier is 
“only a half-theory” (p. 38) in Hicks’s 
system. The other and accented half is 
the acceleration principle. So strong is 
this emphasis that at times the multi 
plier seems to fade out. For example, 
we read that “the multiplier theory does 
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in itself offer no shadow of an explana- 
tion why fluctuations occur” (p. 31) 
which is true only if we treat consump- 
tion as a rigid function of income and 
interpret fluctuations to mean reversals 
in direction. Again, we read that, when 
“the multiplier mechanism is ana- 
lyzed completely,” it “proves ... to bea 
stabilizing influence; its general tendency 
is to diminish the propensity to fluctu- 
ate” (p. 37). This suggests that, if con- 
sumption were entirely independent of 
income, the economy would undergo 
larger absolute fluctuations than it does 
in fact; but Hicks cannot mean that. 
Probably all that he wishes to convey is, 
first, that the rise or fall in consumption 
resulting from the multiplier mechanism 
is not so large in the presence of a con- 
sumption lag as it would be in its ab- 
sence; second, that “the fluctuations in 
consumption can at the most only 
reflect initiating fluctuations in invest- 
ment” (p. 37; my italics). But how do 
the fluctuations in investment arise? 
Hicks’s answer is that they are in part 
autonomous but primarily a response to 
the rate of change in total output. Hence 
the big half of the theory of the cycle is 
the acceleration principle. 

It is necessary to pin down the mean- 
ing of the acceleration principle, for 
shades of difference in its interpretation 
can make a good deal of difference in 
one’s judgment of what the principle 
contributes to the explanation of busi- 
ness cycles. Everyone appreciates that, 
if the output of a firm grows substan- 
tially, it may find that its “fixed plant” 
is cramped and that beyond a certain 
point production cannot increase at all 
unless the plant is expanded. It is equally 
clear that, if production is sharply re- 
duced on account of a drop in sales, the 
firm will have “surplus capacity”’ on its 
hands and that there will be no immedi- 


ate technical reason for adding to its 
plant. If the acceleration principle meant 
no more than this, there would be no 
reason to doubt its validity. Everyone 
could agree that it has some bearing on 
investment and that no explanation of 
the cycle which ignored it could possibly 
be complete. 

Doubt enters the moment the accel- 
eration principle becomes more imperial] 
than this, and there has been a certain 
tendency on the part of economic the- 
orists to make it both imperial and me- 
chanical by postulating a fixed ratio 
between the stock of real capital and cur- 
rent real output. On this interpretation 
the curve of net investment’ becomes, 
except for a multiplicative factor (‘the 
investment coefficient’’) and a possible 
lag, a replica of the curve of the rate of 
change in output. Thus put, the accelera- 
tion principle is still capable of inter- 
preting broad secular changes in real in- 
vestment, especially when industrial tech- 
niques change slightly and gradually. For 
while the durability of capital goods 
such as factories, office buildings, ma- 
chinery, and other equipment-—-may 
make their stock inelastic on the side of 
decrease, and the heavy cost of addi- 
tions may make the stock inelastic on the 
side of increase, these are limitations of 
the short run. Let enough time pass and 
a plant that is poorly adapted to the 
average run of output will shrink or grow; 
so that, in the absence of a great change 
in technology, the stock of capital will 
tend to correspond, more or less, to the 
trend of output. 

The question from the viewpoint of 
the business cycle is whether the adjust- 
ment of capital to output can be at all 
effective in the short run. Here we bump 
on two critical facts. First, the rate of 

‘1 assume here, for simplicity, that replacement 
equals depreciation 


HICKS AND THE REAL CYCLE 9 


utilization of industrial capacity, and 
therefore the extent of surplus capacity, 
is itself a cyclical phenomenon. Second, 
cyclical expansions or contractions in 
over-all economic activity rarely last 
longer than two or three years. Over peri- 
ods of this brief duration an improve- 
ment in the ratio of output to “capacity” 
cannot well come from a diminution of 
capital; it must come principally from an 
increase of output. New additions to ef- 
fective capacity do not cease when a 
cyclical expansion of output stops. On 
the contrary, they are apt to continue 
increasing, since some time must elapse 
before investment expenditures materi- 
alize in installations. To be sure, the 
existing stock of capital deteriorates 
through use and obsolescence, but this 
is a slow process and not one to be count- 
ed on to offset the new installations. As 
an empirical matter, we know that the 
stock of capital in the United States, if 
not also in other countries, has as a rule 
continued to grow even in periods of 
depression. It would seem, therefore, 
that a theory which presupposes a fixed 
ratio of net investment in fixed capital 
to the rate of change in output--whether 
as an approximation to industrial fact or 
entrepreneurial design—may well miss 
the forces that, over the short run, dom- 
inate such investment. 

Hicks is aware of this difficulty, and 
he attempts to meet it by immobilizing 
the acceleration principle over a part of 
the cycle. He not only recognizes, but 
formally incorporates into the structure 
of his model, “the fact that falls in out- 
put cannot induce disinvestment in the 
same way as rises in output induce in- 
vestment” (p. 83); that is, if output 
shrinks, gross investment in fixed capital 
can at the most fall to zero, and while 
net investment may become negative, it 
can do so only to the extent of the depre- 


ciation charges. Hence, except for in- 
ventories, Hicks restricts the accelera- 
tion principle to a stretch of the cycle- 
the latter stages of expansion and the 
beginning of contraction. Over this part 
of the cycle the accelerator is assumed to 
work on the plan made familiar by the 
mathematical theorists; but even here 
Hicks attends explicitly to the factor of 
time. His position is that, if output in- 
creases, “investment will not take place 
all at once—it will be spread over a cer- 
tain length of time, partly because busi- 
ness men will not react at once to the 
need for new capital goods, partly be- 
cause the process of making the new 
capital goods itself takes time’’ (p. 40). 
Suppose that output moves from 1oo in 
period o to 110 in period 1 and that this 
development occurs at a time when the 
capital of the economy is not “in excess 
of requirements” (p. 105). The increase 
in output will then induce new invest- 
ment of 10x, where x is the investment 
coefficient. This investment will not be 
made in period 1; it will come in period 
2, or perhaps in 3, or perhaps partly in 
2 and partly in 3, or in some other period 
or set of periods; in other words, the in- 
vestment lag may be simple or complex.° 
But, whatever the lag, Hicks assumes it 
to remain unchanged over intervals rele- 
vant to the cycle, just as he assumes the 
investment coefficient to be constant. 
The economic system that emerges 
from Hicks’s theory is therefore gov- 
erned by a fixed investment function as 
well as by a fixed consumption function. 
*In Hicks’s mathematical appendix current 
consumption depends on past outputs, not on 
current output; his literary exposition stresses cur 
rent output as much as past outputs. In his appendix 
current investment depends on the change in past 
outputs, not on the change in current output; and 
(except at one point, p. 61) this is also true of his 
literary exposition. I therefore follow Hicks’s ap 


pendix on the theory of investment and his text on 
the theory of consumption. 
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The consumption function and hence 
the multiplier is operative throughout 
the cycle. The investment function — and 
hence the accelerator is dormant during 
part of the cycle. Nevertheless, the ac- 
celerator is the chief cycle-maker in 
Hicks’s theory. The business cycle, “re- 
garded as a periodical fluctuation in out- 
put, can be explained,” he holds, “in 
terms of simple reactions, by entrepre 
neurs and by consumers, which are not in 
any mysterious sense psychological, but 
are based upon the technical necessities 
of a capital-using economy” (p. 117). 
lhe general meaning of this central prop- 
osition seems unmistakable. “The tech- 
nical necessities of a capital-using econ- 
omy” are its need to enlarge or diminish 
the stock of real capital asovtput changes; 
net investment is the ac.ual change in 
the stock of capital; the rate of change in 
output induces the investment or dis- 
investment; variations in consumption 
reflect the variations in investinent; the 
“technical necessities’ of the economy 


thus propel its movements; and the ac- 
celeration principle rationalizes the “tech- 
nical necessities.”’ In Hicks’s language: 


Che main cause of fluctuations is to be found 
in the effect of changes in output (or income) on 
There is nothing new in this con- 

nothing else but the familiar 
‘Acceleration Principle’ which already has a 
long history. But it does not seem ... that the 
consequences of this principle have hitherto 
convincing 


nvestment 


tention, itis 


been developed in completely 
manner Ip 37] 

Hicks has surely made the acceleration 
principle more convincing by allowing 
for the phenomenon of surplus capacity. 
his bold step in the direction of realistic 
eyele analysis is blunted, however, by 
the aggregative character of his adjust- 
ment. The change in output that counts 
in his theory is the change in aggregate 
output, regardless of the mixture of pluses 
and minuses in individual sectors of the 


economy. But since, as he has properly 
argued, “falls in output cannot induce 
disinvestment in the same way as rises 
in output induce investment” (p. 83), it 
is wrong to allow a plus to be annihilated 
by a minus. Imagine two industries of 
about the same size whose respective out- 
puts trace out an identical cyclical path. 
Let A be a single-firm industry all of 
whose plants are geographically bunched, 
while B numbers a thousand scattered 
firms operating on competitive lines. As- 
sume, further, that every firm adjusts 
its investment in plant and equipment 
according to the rate of change in its 
output as long as its stock of capital is 
not in “excess of requirements.” If A 
happens to he operating at 50 per cent of 
capacity, no new investment need or will 
be undertaken. But the same figure for B 
is merely a statistical average derived 
from the percentages for a thousand 
firms, some of which may be as low as 
zero and others as high as 100. The firms 
that have forged ahead in the competi- 
tive struggle may be operating at or close 
to “full capacity,’’ and the low industry 
average will be no bar to launching ex- 
tensions of their individual producing 
capacities. Suppose that six months later 
the ratio of output to capacity rises from 
50 to 75 per cent in both A and B. Then 
the number of B firms operating at or 
close to full capacity may well be higher 
and the investment undertaken in the 
industry larger, while investment in A 
continues at a standstill. It is clear, 
therefore, that both the timing and the 
volume of investment may be very dif- 
ferent in two industries, although their 
aggregate outputs move similarly and 
everyone's investment is in line with 
Hicks’s version of the acceleration prin- 
ciple. It follows that the curve of ‘in- 
duced investment,” which Hicks derives 
from the aggregate output of the econ- 
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omy, bears no determinate relation to 
the desired curve, which can be gotten 
only by going to the outputs of individual 
sectors. 

Hicks’s handling of the acceleration 
principle would be free from this defect 
if the individual outputs all moved in the 
same direction, or if there was full mo- 
bility of capital from one sector to an- 
other. In the latter case there would even 
le no need for concern over the size of the 
capital-output ratio. Of course, the real 
world is nothing like that. The ratio of 
capital to output is somewhat higher in 
agriculture than in manufacturing, is 
very much larger for public utilities than 
for manufacturing, and varies extensive- 
ly over the field of manufactures. Since 
the distribution of investment among in- 
dustries varies considerably both within 
a cycle and from one cycle to another, 
there is no empirical justification for 
Hicks’s constant investment coefficient. 
Nor is there any empirical warrant for 
treating aggregate output as if it sum- 
marized a set of individual outputs al- 
ways keeping the same direction. Even 
during the catastrophe of the early 1930's 
the outputs of a not inconsiderable num- 
ber of American products increased in 
volume.’ In general, the milder the éycli- 
cal phase, the more extensive is the criss- 
crossing of individual sectors; but, what- 
ever the amplitude of the cycle, the 
crisscrossing of individual outputs is it- 
self a cyclical phenomenon. *‘Whereas 
the proportion of expanding activities 
moves in the same direction as the aggre- 
gate in the early stages of a business 
cycle expansion or contraction, it moves 
in the opposite direction in later stages. 
The proportion of expanding activities 


? There is an interesting tabulation & the rates 
of change in output of 407 commodities from 1929 to 
1933 and 1933 to 1937 in Appendix E of the Tem- 
porary National Economic Committee’s The Struc- 


ture of Industry (Monograph No. 27! 


is already declining months before aggre- 
gate activity reaches a peak, and is al- 
ready rising months before the aggregate 
reaches its trough." To reckon with 
these facts, Hicks would need to activate 
the accelerator, though in shifting de- 
gree, over the entire cycle — instead of re 
leasing it fully over one stretch of the 
cvcle and immobilizing it over another. 

A revision of Hicks’s accelerator along 
these lines, while it would deepen his 
theory of the cycle, would not necessarily 
change the broad conclusions. Under 
certain simple assumptions concerning 
the distribution of a change in aggregate 
output among individual sectors, it can be 
shown that my reformulation of Hicks’s 
accelerator actually strengthens its evecli- 
cal power at downturns and gives it an 
active role even at recoveries- a stage 
where his accelerator is found hibernat- 
ing. It might be interesting, and perhaps 
instructive, to develop these theoretical 
implications. For present purposes, how- 
ever, it is more important to see that 
Hicks’s acceleration principle, even after 
adjusting it to allow for declines in in- 
dividual outputs, remains a rigidly tech- 
nological theory of investment; and that, 
unless good evidence is brought in its sup- 
port, it may misdirect our thinking about 
the short-term changes that are the es 
sence of the business cycle. Hicks’s prin- 
cipal justification of the acceleration 
principle seems to be that, unless the 
capital stock is expanded to accommo- 
date an increase in output, it will be 
necessary to use the existing “capital 
equipment at more than its optimum in- 
tensity”’ (p. 39). Reasoning along these 
lines may justify faith in the acceleration 
principle as an explanation of long-run 
tendency. But the accelerator of Hicks’s 

* A. F. Burns, “New Facts on Business Cvcles,”’ 


Thirtieth Annual Report of the National Bureau of 
Nconemic Research (New York, rose Be 


model is supposed to do its work in suc- 
cessive Short periods, and I do not think 
it can be trusted for this purpose. 

The capital goods that count in mod- 
ern factories, power plants, 
shipyards, dwellings, locomotives, large 
machinery, and the like — ordinarily take 
months or years to produce. They are 
costly and, once acquired, may last a 
decade, a generation, or still longer. A 
decision to invest in goods of this char- 
acter is much too important to be left to 
routine or some mechanical rule, like the 
rate of change in output. If an increase 
in output occurs, no one can be sure 
whether it represents a transitory or a 
permanent change in business conditions. 
No one can therefore be sure whether an 
addition to the capital stock is justifi- 
able. A decision to make or not to make 
a new investment in capital is reached 
through the exercise of business judgment 

that subtle and as yet little understood 


business 


process whereby a businessman ymbines 


his knowledge of what seems to be the 
relevant past with his estimates of the 
present and his hopes, fears, and dreams 
of the future. One firm may respond to 
the increase in output by ordering 
promptly an expansion of capital facili- 
ties; another may decide to wait and see. 
lor the time being both will have to get 
on with the existing plant and put up 
with marginal costs that may have be- 
come uncomfortably high. Lf the increase 
in output proves “transitory,” the first 
firm will be saddled with the cost of 
maintaining an excessive plant. If the 
increase proves “permanent,” the second 
firm will miss the opportunity of partici- 
pating adequately in the advance of 
prosperity and will perhaps do a year or 
two later what, in the absence of uncer- 
tainty, it would have done sooner. But 
no firm is likely to deem it worth while to 
reappraise its capital stock in the light of 
every change in output. For, in the first 
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place, the rate of change in output 

whether taken by the month, or quarter, 
or year—-moves rather erratically in prac- 
tice. And, in the second place, instru- 
ments of production are divisible only to 
a limited degree. A ship, turbine or loco- 
motive, a new factory or a wing added to 
an old factory, can vafy'in size consid- 
erably; but unless each conforms to some 
rough standard of efficiency, it becomes 
a toy, not an instrument of production. 

In view of the imperfect divisibility of 
industrial facilities and their long period 
of gestation, the additions to fixed capi- 
tal made by the individual firm come in 
substantial lumps.’ May it not be, how- 
ever, that the discontinuities, deflections, 
and irregular lags of the individual case 
tend to iron out when aggregates are 
struck, so that aggregate investment cor 
responds fairly closely to the rate of! 
change in aggregate output? In other 
words, may not the acceleration princi 
ple fit badly the investment behavior of 
individuals and yet fit neatly investment 
in the aggregate? This result is conceiv 
able. But the theorists who emphasize 
the acceleration principle Hicks among 
them have not addressed themselves to 
the question of how such a result may be 
brought about. In any event, it seems 
doubtful if a question of this sort can be 
handled with much assurance on a spec- 
ulative plane alone. The problem must 
be settled, if it can be settled at all, by 
seeing what the facts show. 

This matter has received some atten 
tion from empirical investigators noia- 
bly Kuznets, Tinbergen, and Hultgren." 

* See below, Sec. V, for a further analysis of the 
investment process and of the limitations of the 
acceleration principle. 

‘Simon Kuznets, 
and Finished 
Cycle,” in Economic Essays 
Witchell (New York: Columbia 
1935); J. Tinbergen, Statistical Testin 
Theories: A Method and Its At 
Investment Activity (Geneva: Le 
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I think it is fair to say that they have not 
found any substantial statistical support 
for the acceleration principle, taken as a 
general theory of investment in fixed cap- 
ital over the business cycle. My own 
statistical searchings, which have cov- 
ered a fair time span and range of in- 
dustries, have led me to the conclusion 
that the cyclical movements of this type 
of investment are rather closely geared 
to the output of an industry but not to 
the rate of change in its output. None of 
these statistical results, however, is de- 
cisive from the viewpoint of Hicks’s ver- 
sion of the acceleration principle. To test 
that version faithfully it would be neces- 
sary to convert his “period” into a unit 
(perhaps a changing unit) of calendrical 
time, to translate the unspecified struc- 
ture of his investment lag into some con- 
crete equivalent, and to delimit the 
historical intervals within which the ac- 
celeration principle is supposed to be ac- 
tive and those within which it is supposed 
to be dormant. These are formidable dif- 
ficulties; but they are minor compared 
with still another hurdle that the statis- 
tician would need to overcome namely, 
to separate out the “induced” part of in- 
vestment from the ‘“autonomous’’ part. 

it will be recalled that Hicks does not 
attribute all investment to the rate of 
change in output. This distinction be- 
longs solely to induced investment, to 
which autonomous investment must be 
added to get the whole of investment. 
But how is induced investment to be 
identified in the course of an empirical 
test of the acceleration principle? It would 
obviously not do to estimate it from the 
rate of change in output and to call the 
rest of investment “autonomous.” This 
would be traveling in a circle. But if we 
start at the other end and seek to esti- 
Thor Hultgren, American Transportation in 


Prosperity and Depression (New York: National 
Bureau of Economic Research, 1645 . chap vi 


mate autonomous investment directly, 
we are handicapped by the lack of a def- 
inition. Hicks’s “autonomous investment 
is only autonomous with respect to the 
multiplier and accelerator mechanism” 
(p. 120), but this merely tells us what 
autonomous investment is not. His only 
positive identification is through the me- 
dium of illustrations: “Public invest- 
ment, investment which occurs in direct 
response to inventions, and much of the 
‘long-range’ investment . . . which is only 
expected to pay for itself over a long pe- 
riod, all of these can be regarded as Au- 
tonomous Investment for our purposes” 
(p. 59). This leaves us uncertain what 
kind or how much of the long-range in- 
vestment is autonomous; whether the in- 
stallation of improved machinery, if it 
happens to follow an expansion of out- 
put, belongstothe induced orautonomous 
category; and whether investment asso- 
ciated with railroading, mining coal, 
distributing mail, etc., is to be counted as 
autonomous when conducted by a public 
enterprise but as induced when conducted 
by a private enterprise. And while Hicks 
is to be commended for returning to real- 
ism at the close of his book, he seems to 
whittle his own distinction away when 
he declares that ‘by the exercise of fore- 
sight, investment which would naturally 
have been of the induced type . . . can be 
transferred to a time at which it is more 
convenient” and that “by this means in- 
duced investment is, in effect, convertec 
into autonomous investment” (p. 168). 
It is precisely the element of foresight 
that to me seems decisive in the short- 
run variations of investment," in con- 
trast to Hicks’s “technical rigidities” (p. 
49). Anew invention, a change in relative 
prices, an expansion in output, or some 
other factor or combination of factors 
Cf. J. S. Duesenberry, “Hicks on the Trade 


Cycle,” Quarterly Journal of Economics, LXIV, 
\ugust, 1950), 473 
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may stimulate a decision to invest, but 
there is always some technical as well as 
business leeway in the timing of the in 

vestment. Investment in plant and equip- 
ment is governed, in the short run, by 
foresight, not by technical rigidities; prac 

tically all of it is “autonomous,” prac- 
tically none of it is “induced’’— if we are 
to use Hicks’s terminology. The ‘‘techni- 
cal necessities” that Hicks sees in the 
acceleration principle are undoubtedly 
significant to the economist in analyzing 
secular trends of investment; also in con 

nection with the long swings lasting from 
about fifteen to twenty-five years such 
as have characterized residential con- 
struction in our own and other countries. 
ven over the short periods of the busi- 
ness cycles these technical necessities 
help to explain the behavior of certain 
categories of inventory investment —par- 
ticularly, of goods in process.” Thus a 
mechanical acceleration principle has its 


place in economic analysis; but its role 


in the business cycle of experience is 
much more modest than in Hicks’s mod- 
el." 
lV 

“The crucial question which a theory 
of the cycle has to ask,”’ as Hicks sees it, 
‘is whether fluctuations are possible, and 
if so, how they are possible, in the ab- 
sence of exogenous disturbances” (p. 63). 
From the viewpoint of this question it 
need not much matter how long the cycles 
in output may actually be, or how far 
back they go in history, or in what parts 
of the world they may be found, or what 
shape they characteristically assume, or 
in what degree different industries par 
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ticipate in the successive stages of the 
over-all cycle, or how the cycle in output 
may be related to prices, profits, em- 
ployment, ot other economic factors. But 
Hicks appreciates that what he regards 
as the “crucial question” is by no means 
the only question which a theory of the 
cycle has to ask. Necessary though it be 
to develop “some reasons why the eco- 
nomic system may be liable to cyclical 
fluctuations,” the fact of fluctuations 
must yet be traced to the causes “which 
are the most important in practice” (p. 
83); in other words, it must be depend- 
ably linked to other facts. 

In his quest for an explanation Hicks 
passes from the general behavior of out 
put to the special case of a cycle in out 
put, first through a model that allows 
output to move freely, then through a 
model that constrains the movements 
of output. I shall not attempt to sketch 
the details of the theory, or to show how 
much and how ingeniously Hicks has 
added to the work of other theorists who 
have concerned themselves with the in- 
teraction of the multiplier and accelera 
tion principles—notably, Harrod and 
Samuelson."* For present purposes it will 
suflice to convey the general character of 
Hicks’s theory and to show why he con- 
cludes that “in the real theory it is the 
accelerator which is ultimately reésponsi- 
ble for producing the cycle” (pp. 136 
37). 

Let us suppose that the economic sys- 
tem is in stationary equilibrium, with 
consumption at roo and net investment 
at zero. Assume also that the consump- 
tion of any period depends on the income 
(or output) of the preceding period; that 
the investment of any period depends on 

“R. F. Harrod, The Trade Cycle (Oxford: 
Clarendon Press, 1936); Paul A. Samuelson, “Inter 
actions between the Multiplier Analysis and the 


Principle of Acceleration,” Review of Economic 


Statistics, Vol. XX1 (May, 1930 
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the change in output during the preced- 
ing period; that the marginal propensity 
to consume from the income of the pre- 
vious period is .o and that the investment 
coefficient is .2. Let the equilibrium now 
be disrupted through an autonomous in- 
vestment of 5, which comes in period 1 
and never turns up again. What will be 
the consequences of this solitary disturb- 
ance? In period 1 consumption remains 
at its equilibrium value of 100; and, since 
autonomous investment is 5, total out- 
put is 105. In period 2 consumption be- 
comes 104.5; autonomous investment is 
zero; but, since output has increased by 
5 from period o to period 1, there is now 
an induced investment of 5.2; hence 
total output is 105.5. In period 3 con- 
sumption rises to 104.95; induced invest- 
ment falls to .1 and total output to 
105.05. In period 4 consumption falls to 
104.545; induced investment becomes a 
negative quantity, —.o9, and total out- 
put 104.455. In later periods output con- 
tinues to decline but approaches more 
and more closely its equilibrium value of 
100. Thus, after an initial kickup, the 
system converges to equilibrium. But if 
we had allowed the investment coefficient 
to be .6 instead of .2, other things re- 
maining the same, the result would be 
quite different. Output would first rise 
for a time, then decline below the equi- 
librium value of 100, later rise again but 
to a lower peak, fall again but to a higher 
trough, and soon; thus equilibrium would 
be approached only after a series of oscil- 
lations. If the investment coefficient were 
as high as 1, the system would convert 
the initial disturbance into a cycle of con- 
stant amplitude around the initial equi- 
librium value. If the coefficient were 
somewhat higher, cycles of progressively 
increasing amplitude would emerge; and 
if the coefficient became sufficiently high 
(i.e., if it exceeded 1.73), the system 


would move “relentlessly away from 
equilibrium” (p. 71)—upwards if the sol- 
itary disturbance were positive, as in our 
illustration; downwards if the disturb- 
ance were negative. It seems clear there- 
fore that, “‘even if there are no exogenous 
causes making for fluctuations” (p. 84), 
a cycle may be generated by the multi- 
plier-accelerator mechanism. 

But Hicks wishes to portray cycles 
against a rising trend of output, since 
“the cycles which have been experienced 
have all of them taken place against a 
background of secular expansion”’ (p. 8). 
With this in mind, he proceeds to show 
that “the deviations of actual output 
from equilibrium output have exactly 
the same properties” (p. 86) if a progres- 
sive equilibrium is disrupted as when a 
stationary equilibrium is disrupted. That 
is, the character of the response of a 
“regularly progressive economy”’ (in 
which autonomous investment and equi- 
librium income are both rising at the 
same, constant percentage rate) to a soli- 
tary deviation of autonomous investment 
from its normal path depends on the 
marginal propensity to consume and the 
investment coefficient—just as in the 
case of stationary equilibrium which we 
just examined. It therefore seems natural 
to inquire which of the various possibili- 
ties turned up by theory “is most likely 
to correspond with actual experience, 
and which of them could be an element in 
the explanation of a cycle such as we find 
in reality”’ (p. 89). 

It appears that, once the rate of 
growth of the system is given, an in- 
vestment coefficient of a particular size 
will yield a perfectly regular cycle. Hicks 
rejects this possibility because it seems 
rather unlikely that the “world ... had 
got stuck for two centuries with an in- 
vestment coefficient” (p. 89) of this pre- 
cise value. Another hypothesis is that, 


4 
‘ 


16 ARTHUR F. BURNS 


given the marginal propensity to con- 
sume, the investment coefficient has been 
such as to yield damped oscillations. In 
this case, of course, “a single disturbance 
cannot produce the fairly regular cycle 
which has been experienced” (p. 89); but 
may not a stream of disturbances follow- 
ing thickly on one another keep the cycle 
from vanishing? Hicks feels that this 
“theory of damped fluctuations and er- 
ratic shocks” (p. 91) is also unconvince- 
ing. The hypothesis he embraces is that 
the marginal propensity to consume and 
the investment coefficient are of such 
size as to generate “explosive cycles” or 
even outright “‘explosions.”’ At first 
blush this seems utterly implausible, 
and so it would be if Hicks stopped here. 
But Hicks goes on to impose limits on 


output—something I failed to do in 


tracing the consequences of a disturb- 
ance of stationary equilibrium. The up- 
per limit is fixed by the “scarcity of em- 


ployable resources” (p. 95), so that there 
is a “full employment ceiling” (p. 96). 
Although there is no direct lower limit 
on output, one is indirectly provided by 
the fact that “disinvestment in fixed 
capital can only take place by a cessa- 
tion of gross investment” (p. 101). This 
hypothesis of “constrained explosion,” 
liicks feels, “is the one which really fits 
the facts” (p. 02). 

To see how the model works, it is 
simpler to take his stationary than his 
progressive equilibrium as a point of de- 
parture. Let us therefore revert to our 
preceding illustration with its solitary 
burst of autonomous investment. The 
consumption function we can leave un- 
changed; but we must now raise the in- 
vestment coefficient to suit its “explo- 
sive’’ mission, and we must also put 
limits on output. Let us say that the in- 
vestment coetticient is 2, that the ceiling 
to output in any period is 130, and that 


disinvestment in any period cannot ex- 
ceed 6. In period 1 total output and its 
components are now the same as in the 
previous illustration. In period 2 con- 
sumption is again 104.5; but the induced 
investment is 10 and total output 114.5. 
In period 3 consumption is 113.05; the 
required investment is 19; but, since out- 
put cannot exceed 130, investment is 
only 16.95. In period 4 consumption is 
127, and the output ceiling keeps invest- 
ment down to 3. In period 5 consump- 
tion remains at 127, since output in 
period 4 is the same as in period 3; for 
the same reason induced investment is 
zero, and the expansion in output is not 
only halted but converted into a decline. 
In period 6 consumption, reflecting the 
lower output in period 5, falls to 124.3; 
induced investment becomes —6 and 
total output 118.3. In the next period 
the required disinvestment is 17.4; but, 
since disinvestment cannot be more than 
6, surplus capacity emerges, which will 
have to be worked off in later periods. 
The accelerator mechanism is now sus- 
pended, and the multiplier carries «» by 
itself. Total output keeps declining, peri- 
od after period, but the decreases in out- 
put become progressively smaller. If the 
disinvestment continued at 6, a new 
equilibrium output of 40 would be grad- 
ually approached. However, as the 
change in output becomes smaller, so 
too does the required disinvestment. 
When the change in output is numeri- 
cally smaller than — 3, the disinvestment 
required in any period can already be 
carried out in that period. For a time, 
however, the disinvestment must remain 
at 6 to allow the unfulfilled disinvest- 
ments of earlier periods to be consum- 
mated. Once this process is completed, 
the accelerator goes into action again; 
the disinvestment now becomes smaller 
than 6, and before long the decline in 
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disinvestment more than offsets the de- 
cline in consumption; in other words, 
total output again rises. From this point 
consumption as well as investment must 
increase; both advance energetically un- 
til the ceiling is hit, which chokes off the 
accelerator and sets off a fresh decline. 

In this model the expansion of output 
is carried forward by the combined ac- 
tion of the multiplier and accelerator 
mechanisms. The expansion cannot taper 
off into a plateau, with output remain- 
ing at the ceiling level, because the de- 
cline in the rate of increase in output 
generates an absolute decline of invest- 
ment. When output bumps along the 
ceiling, the induced investment must 
soon be zero; and the decline of invest- 
ment cannot be offset by a rise of con- 
sumption, since consumption is deter- 
mined by earlier outputs and the out- 
put along the ceiling is not rising. Thus 
the cyclical downturn of output is funda- 
mentally due to a retardation in the 
growth of output itself, and the ceiling 
is sufficient to produce the retardation. 
So it is also in Hicks’s regularly progres- 
sive economy, where the ceiling keeps 
rising but only at the moderate rate at 
which autonomous investment is rising. 
In both the stationary and the regularly 
progressive models the multiplier mecha- 
nism is responsible for the protracted 
contraction of output. But, whereas in 
the former model there cannot be a re- 
sumption of the expansion until excess 
capital has been worked off, in the latter 
model the continued growth of autono- 
mous investment will check the decline 
of output and enable it to rise again be- 
fore the surplus capacity has been elimi- 
nated; the resumption of a rise in output 
hastens the adjustment of the stock of 
ordinary capital to output; and, when 
this adjustment is completed, induced 
investment adds its strength to that of 


autonomous investment in driving the 
economy forward. Thus, in the regularly 
progressive economy the accelerator is 
suspended, not only during practically 
the whole of contraction as in the sta- 
tionary economy, but also during the 
early part of the expansion. But the in 
termittent activity of the accelerator 
should not mislead us concerning its role 
as a cycle-maker. If the accelerator failed 
to function at all, there would be no 
cycle in the model; on the other hand, a 
multiplier of unity would not alone suf- 
fice to obliterate the fluctuations. Thus 
it is permissible to say, in the interest of 
brevity, that induced investment or the 
accelerator is principally responsible for 
the cycle. 

This, as I read Hicks, is the essence of 
his theory. To be sure, the theory has 
more flexibility than my sketch conveys. 
Hicks recognizes that there is no techni 
cal limit on disinvestment in inventories, 
such as characterizes fixed capital. How 
ever, in line with the general drift of his 
argument, which rather minimizes the 
part of inventories,’ he feels that “the 
accelerator, in the form in which it per- 
sists into the slump, is a mere ghost of 
what it was in the Boom” (p. 104). He 
recognizes that autonomous investment 
cannot be expected to follow a regularly 
rising path in actual life and that “‘it 
must experience autonomous fluctua- 
tions on its own account” (p. 120); but 
he regards these fluctuations as “‘super- 
imposed upon the cycle” (p. 121) of a 
regularly progressive economy. He does 
not insist that the boom is always killed 
off by hitting the ceiling; on the con- 
trary he shows that the investment co- 
efficient may be ‘explosive’ and yet 

'sSee the authoritative study by Abramovitz 
(op. cit.), which goes a considerable distance toward 


establishing the highly significant role of inventories 
in the business cycle 
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generate a decline before the ceiling is 
struck though here, too, the retarded 
zrowth of output is responsible for the 
decline in investment and the eventual 
downturn of output. Again, Hicks’s 
theory requires uniformity in the con- 
sumption and investment functions over 
any one cycle, but not from one cycle to 
the next. Nor does the theory necessarily 
depend on the simple lags of my exposi- 
tion."© These various elements of flexi- 
bility leave, as Hicks sees it, “plenty of 
room for those divergences from a stand- 
ard model which are needed in order to 
cover the historical facts” (p. 3). 

As a result of his inquiry Hicks deems 
it possible to point to “a short list of 
fundamental facts which are sufficient 
to account for the cycle” (p. 3). Let us 
assemble this list of “‘facts”’ or “assump- 
tions”’ (pp. 2, 83, 92, 95): (1) Consump- 
tion is a lagged function of income; in- 
duced investment is a lagged function 
of the change in income; and these func- 
tions are such that “tan upward displace- 
ment from the equilibrium path will tend 
to cause a movement away from equilib- 
rium.”’ (2) The system has an upward 
trend of output geared to autonomous 
investment. (3) “Output is not indefi- 
nitely extensible against an increase in 
effective demand.”’ (4) ‘Falls in output 
cannot induce disinvestment in the same 
way as rises in output induce invest- 
ment.’ From such a list of ‘‘assump- 
tions,’ Hicks concludes, it is possible to 
show that “‘a cyclical sequence, which is 

to say the least) remarkably similar to 
that which is experienced in practice, is 
inevitable” (p. 2; Hicks’s italics). 

conclusion suggests more than 
Hicks has proved. By what is ‘“experi- 
enced in practice” Hicks cannot mean 

However, certain types of lag may cause serious 


embarrassment, as Hicks recognizes, though per- 


haps insuthcient! 
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more than the abstraction I previously 
delineated (Sec. I); which still leaves, 
even if his theory turned out to be right, 
work for other times and other hands. 
His argument concerning consumption, 
induced investment, even autonomous 
investment, runs in terms of effective de- 
mand. On the processes whereby supply 
is adjusted to demand his list of assump- 
tions is distressingly inarticulate. It 
seems impossible to me to make a use- 
ful pronouncement about what is or is 
not inevitable in Hicks’s world until the 
tacit assumptions concerning conditions 
of supply, apart from the ceiling to out- 
put and floor of investment, have been 
spelled out. Aside from this, the cycle 
in Hicks’s expanding economy is, strictly 
speaking, a cycle in deviations from an 
“equilibrium rate of growth,” as he him- 
self elsewhere recognizes (p. 101). Hence 
his assumptions do not necessarily lead 
to an expansion of output followed by 
an absolute decline of output; nor 
therefore-—necessarily to the sort of cycle 
which has bothered the practical world. 
But I do not wish to multiply doubts 
along these lines. From the viewpoint of 
a theory which aims to be something 
more than an exercise in logic, the im- 
portant issues, as I see them, lie else- 
where. The foundation stones of Hicks’s 
theory are the multiplier and accelerator. 
These are the matters on which I have 
dwelt in earlier parts of this paper. And 
if what I have said on these subjects is 
at all valid, it will not do to treat con- 
sumption as a technical echo of output; 
it will not do to treat investment as a 
technical echo of the changes in past out- 
put; it will not do to treat the business 
cycle as a reflex of any “technical neces- 
sities of a capital-using economy.’ To 
come to grips with the economic realities 
of a capitalistic system, which is a capi- 
tal-using economy of a very particular 
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sort, it is necessary to give far greater 
scope to market phenomena—the move- 
ments of costs, prices, profits, credit, and 
business sentiment itself---than one finds 
in Hicks. 

The process of investing in fixed capi- 
tal, which plays the key role in Hicks’s 
theory of the cycle, cannot be under- 
stood outside its business setting. I have 
already commented on the imperfect di- 
visibility of industrial facilities and thei 
long period of gestation. In view of these 
characteristics of investment goods, a 
business firm will normally seek to have 
a margin of plant capacity to take care 
of contingencies, both such as may be 
foreseen and such as cannot, just as it 
normally carries a reserve of raw ma- 
terials and finished wares in its invento- 
ries. Seasonal maxima— which sometimes 
exceed the average for a year by more 
than cyclical maxima exceed the average 
for a cycle—-will be realized by working 
the plant more intensively, not by vary- 
ing its scale. So also will the responses to 
sudden and irregular flutterings of de- 
mand, which are an ever present feature 
of business life and sometimes strong 
enough to leave their impress on fairly 
comprehensive economic aggregates. 
And the firm will look to the future, 
not only to the past--as in Hicks’s 
model. There the increase in output 
comes first; the “investment in new 
capital to support that increased out- 
put” (p. 43) comes later. But in a grow- 
ing economy a firm relies on “increased 
output” to support “investment in new 
capital” just as it relies on “investment 
in new capital” to support “increased 
output.” 

A new business commonly begins op- 
erations with a modest plant. As sales 
expand, all sorts of inconvenience and 


waste are suilered for a time. A year ot 
two later better equipment may be add 
ed and perhaps a site acquired to accom 
modate a larger plant in case that proves 
necessary. As sales keep mounting, a 
new factory is built or a substantial ad- 
dition made to the old. This may come 
soon or years later, but in either event 
the plant js expanded with an eye to 
what output may be several years hence 
as well as to its current level. In time 
the business becomes cramped for space 
once again, and the cycle of develop- 
ment is repeated. This, or something 
like it, is typically the investment path 
of a small business as it grows up. In a 
stationary firm or one that grows very 
slowly, the intervals between capital ex- 
penditures will of course be longer than 
in a rapidly growing business. And what 
is true of a manufacturing concern is 
equally true of farming, mining, com 

mercial, or financial enterprises. Thus, 
investment in plant and equipment on 
the part of a small or medium-sized 
business comes in substantial lumps, dis- 
continuously. And while the investment 
of large firms seems continuous by com 

parison, this merely reflects the over- 
lapping of many processes of the same 
kind, going on in various sections of the 
firm, combined with the fact that the 
projects undertaken are apt to be much 
larger and therefore remain longer in 
the stage separating the investment de 

cision and the final installation. 

In the actual world, therefore, the 
stock of capital in the individual firm 
cannot well move in any close adjust 
ment to its output in the short run. 
If we broaden our view over the whole 
of an industry, we encounter a fresh 
impediment to the acceleration principle 
in the formation of new firms, which 
undertake new investment although 
they are still innocent of any past out 
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put. And if the economic process as a 
whole comes into view, the linkage be- 
tween current investment and the rate 
of change in output seems to vanish in a 
cloud. One railroad is built by a dreamer 
who sees bustling centers of industry and 
commerce when he looks at pasture and 
forest. Another is built by a wily pro- 
moter who sees an opportunity to em- 
harrass a rival railroad or to appease the 
public’s hunger for securities. One firm 
builds a factory to incorporate a new 
technical process, another to make a new 
product, a third because it is cramped 
for space, or because it has new busi- 
ness in prospect, or because it wishes to 
acquire a “new look,” or because a new 
location promises lower taxes or a cheap- 
er labor supply. One independent builder 
sees” a housing shortage and lays down 
a score of new dwellings. At the same 
time a colleague “sees” that the resi- 
dential market is overbuilt but never- 
theless puts up a house or two to keep 
his organization intact; while a third, 
who shares the somber vision of the 
second, adds liberally to the supply of 
houses because he can borrow from his 
hanker as much or more than what it 
costs him to build. 

There is no need to enlarge on these 
remarks. It is clear that numerous in- 
fluences play on investment and that 
one or another special influence is some- 
times decisive in the individual case. 
his suttices to show why hardly a day 
passes in a large country without bring 
ing forth a new crop of investment proj 
ects and why their volume must vary 
over time. But the special influences do 
not explain the heavy bunching of in- 
vestment projects at certain times, their 
sparse numbers at other times, the fairly 
regular ascent from small numbers to 
large and the fairly regular descent from 
large numbers to small in short, why 
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there is a cyclical movement in invest 
ment. To explain this feature of invest 
ment, it is necessary to abstract from the 
multitude of special influences and to 
analyze the forces that govern fairly 
homogeneous sections of the investment 
market such as free versus controlled 
industries, large- versus small-scale in 
dustries, new versus old enterprises, 
housing versus business enterprises, pri 
vate versus governmental agencies, and 
so on. Once separate generalizations have 
been framed for the leading parts of the 
investment market, it becomes possible 
to determine with assurance how the 
broad forces of the market~ principally, 
the movement of the national income 
and its distribution, the movement oi 
building and equipment costs, and the 
movements of “finance’’— impinge on 
investment at large. All these matters 
still require empirical investigation; but 
enough is already known to make it 
fairly clear that it is the pervasive forces 
of the market, rather than Hicks’s me 
chanical accelerator, that give rise to 
fluctuations in a community's outlays 
on fixed capital. 

Suppose, for example, that an expan 
sion in aggregate output and employ- 
ment has for some reason gotten under 
way. Then the income of individuals and 
business firms will expand also. Since the 
community as a whole is better off, 
spending on consumption goods rises; 
and so too does spending on investment 
goods» many of which seemed “neces 
sary’ months or years earlier but which 
were not acquired earlier because of 
financial stringency or business uncer- 
tainty. As spending expands, new “‘short- 
ages’’ appear, and men’s minds turn to 
ways of meeting them. The spread of ex- 
pansion gradually generates in people a 
feeling of security, later a mood of op 
timism. Many who have been eager to 
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carry out new investments, and yet have 
postponed action because uncertain 
whether the time is “right,”’ decide to go 
ahead now, while construction and 
equipment costs are still close to the 
level reached during the preceding 
slump. The new spirit of enterprise 
fosters all sorts of projects that are re- 
lated very loosely, if at all, to the short- 
ages of facilities which keep arising here 
and there or to the improved ability of 
investors to pay for new facilities. Indi- 
vidual dishoarding is now easier to ration 
alize, credit is easier to get, and equity 
capital easier to attract. Many families 
that in the past have dreamed about 
building a home “decide”’ to build one, jin 
some cases because their income is larger, 
in others because they feel more secure 
about their income or because lenders 
feel this way about them, in still others 
because they look forward confidently 
to still better times. Business firms brush 
up their long-range plans for expansion, 
promoters push projects that will exploit 
new products or techniques, new firms 
are organized to share in the growing 
markets for standard commodities, and 
legislatures authorize improvements 
worthy of an “era of prosperity.”’ Thus, 
as everyone knows, a rising national in- 
come and the state of exaltation that 
accompanies it pile up decisions to in- 
vest; and investment expenditures fol- 
low suit— though with an irregular lag 
and diminished amplitude 

But why does not the expansion of 
investment continue more or 
detinitely? By what processes is the up- 
ward movement of investment brought 
to a halt and its direction reversed? Here 
two facts are vital. First, the rise in con- 
struction and financing costs generated 
by the expansion itself. In thinking of 
the investment process, it is essential to 
keep in mind that a “decision to invest” 


less in- 


is one thing and a “decision to invest 
now’ is quite another. Investors gen- 
erally realize that building a new house, 
factory, or power plant is not the same 
thing as purchasing a hat or even an 
automobile. They know that, when in- 
vestment judgment proves bad, the 
penalty is severe. In reaching a 
cision to invest,’ they may have given 
little or no conscious attention to the 


“de- 


protracted increase that has already oc- 
curred in construction and financing 
costs. But this decision must be followed 
by another, whether to carry out the 
project now or later. At this stage in 
vestors are likely to consider very care 
fully the economic outlook in the months 
immediately ahead. They know that 
they may have the new plant or equip- 
ment on their hands for a generation and 
that the annual carrying charges with 
which they saddle themselves depend a 
good deal on the cost of construction, if 
not also on the rate of interest. They 
have gotten along thus far without the 
desired investment and in any event will 
have to manage without it for months or 
vears— for as yet the investment good is 
only an amorphous wish or a sketch on 
a piece of paper. In some cases a post 
ponement will clearly bring hardship 
or a business loss, and the interval be- 
tween the “decision to invest’’ and the 
start of investment expenditure will be 
governed entirely by technical factors 

such as surveying, acquiring a site, de 
signing plans, securing loans, contracting 
out the job, etc. In many other cases in- 
vestors, who judge that they can let the 
construction job and finance it on ap- 
preciably better terms six months or a 
year later, will bide their time. And not a 
few of those who are eager to move 
promptly will have a chance to recon 
sider their “decision to invest” in the 
light of market prospects, for the ar 
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rangements preparatory to investment 


expenditure are often very time-con- 


suming 
Ihe rise in construction and financing 
costs during an expansion impinges 


broadly on the investing class and would 
check the 
later even if prosperity diffused itself 


investment boom sooner or 
untiormly over the economic community. 
But this does not happen, and the un- 
even spread ol expansion is our second 
vital fact. True, business conditions are 
generally good and improving; yet some 
firms and even entire industries are un 
able to expand their sales, and others 
tind it hard to advance their selling 
prices. At the same time unit costs of 
production are already rising over the 
range of business enterprise first here 
and there, then on a broad front, despite 
improvements of technique and fuller 
utilization of facilities. At every stage ot 
the business cycle there are bound to be 
some tirms whose profits are declining or 
But these 


firms are not a steady fraction of the 


whose losses are increasing 


business population, and after a business 
expansion has continued for some time 
there are various reasons for expecting 
their numbers to multiply. As a mount 
ing optimism infects a widening circle of 
businessmen, errors concerning the sales 
that can be made at protitable prices 
tend to pile up Supply “bottlenecks” 
keep developing, now in one locality or 
industry, then in others; in consequence 
the output of numerous enterprises 

particularly those suffering from a shift 
in demand or an outworn technology 

is restricted. Business custom, long-term 
contracts, or governmental regulation 
make it difheult or inexpedient for many 
firms to raise their prices; and, as the 
rise in unit costs continues, more and 
more of them are apt to find their profits 
diminishing. We theretore find in experi 


ence, as we may reasonably expect, that 
“after a business expansion has run for 
some time, the proportion of firms ex- 
periencing rising profits begins to shrink, 
although the profits of business in the 
aggregate continue to climb.’ This 
development adds to the mood of hesita- 
tion that is already emerging among in- 
vestors generally, on account of the pro- 
tracted rise in construction and financ- 
ing costs. The firms whose fortunes are 
waning are likely to be among the first to 
reduce investment expenditure, and 
their curtailments will spread doubt 
among others whose profits are still ris- 
ing, but many of which have come to 
feel that investment costs will be re- 
duced before long from the abnormal 
level to which they have been pushed by 
prosperity. 

It is along lines such as these, I be- 
lieve, that the cyclical downturns of in- 
vestment in fixed capital are to be ex- 
plained, if we hold in view an economy 
organized predominantly on the basis of 
free private enterprise. In Hicks’s system 
the expansion of investment is brought 
to a halt and reversed by a mere retarda- 
tion in the growth of physical output. 
But Ido not know of any evidence that a 
declining rate of growth has generally 
characterized the closing stages of actual 
expansions in aggregate output '* or that 
investment expenditure kas been at all 
closely geared to the actual rate of growth 
of output. Even if empirical evidence 
fitted in more congenially with Hicks’s 

See Thirticth Annual Report of the National 
Bureau, op. cit., pp. 22-20; and Thor Hultgren, 
Cyelical Diversities in the Fortunes of Industrial 


Corporations (National Bureau Occasional Paper 32 
{New York, rgso}). 

See the study of this subject by Abramevitz, 
xv. On the technical ditticulties in 
ascertaining rates of change over a cycle, see A I 


op. cul chap 


Burns and W. C. Mitchell, Measuring Business 
Cyeles (New York: National Bureau of Economix 
Research, i940), chap. viii 
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theory of the downturn, it would still be 
wise for the economist, when in search 
for the causes of the breakdown of an 
invest ment boom, to look in the direction 
of business life, including the govern- 
ment once it has become a major factor 
in the economy, rather than in the direc- 
tion of Hicks’s hypothetical technology. 
And it is to the processes of business life 
that Hicks himself seems to turn when he 
comes to the case of an upturn in invest- 
ment. That depends in his system on the 
continued advance or spurt of autono- 
mous investment; and while his autono- 
mous investment merits another name 
and more analysis than it receives, it at 
ieast opens the route along which busi- 
ness processes might be seen. 
VI 

Hicks’s slight of psychological and 
pecuniary factors is deliberate. At the 
opening of his penultimate chapter he 
states plainly: “It has been one of the 
main objects of this work to show 
that the main features of the cycle can 
be adequately explained in real terms” 
(p. 136). In line with this resolution there 
is hardly a mention of the price or mone- 
tary systems in the first eight of his 
twelve chapters. In chapter ix Hicks 
concedes that “it is very possible that 
some important aspects of the actual 
cycle can only be explained” by the aid 
of “the price-mechanism and the mone- 
tary mechanism” (p. 117). In chapter x 
he examines the consequences of a sup- 
posed cyclical movement in the ratio of 
investment goods prices to consumption 
goods prices; but the only result derived 
is a blurring “‘at the edges” of the previ- 
ous argument (p. 133). The last two 
chapters are devoted to the “monetary 
factor,” which he regards as a “‘secondary 
force’ whose effects are “superimposed”’ 
on the “main cycle” (p. 3; Hicks’s ital- 


ics). I shall say nothing of this interesting 
monetary supplement. To examine it at 
all adequately would require not much 
less space than I have already taken; 
and it is perhaps just as well to leave the 
emphasis where Hicks himself has put it. 

This emphasis on the “technical” or 
“real” aspects of economic life is not pe- 
culiar to Hicks’s new book. It has been 
characteristic of a good part of recent 
economic theory, just as it was charac- 
teristic of a good part of classical political 
economy in its formative phase. The 
emphasis is an understandable and, to a 
considerable degree, a justifiable reaction 
against the price and monetary theorizing 
which flourished before the 1930's and 
which was found so seriously wanting 
when the Great Depression struck. In 
the midst of the confusion and despond- 
ency of the day, Keynes articulated a 
new theoretical system, couched in a 
wonderful language, from which govern- 
mental policies seemed to peel off as 
simply and naturally as skin from an 
onion. He saw in a business depression, 
not any maladjustment of costs and 
prices, but a deficiency in spending, which 
he attributed principally to a deficiency 
in investment. The latter he analyzed in 
terms of the supply of money, liquidity 
preference, the supply price of invest- 
ment goods, and the expectations of the 
businesscommunityconcerning the future 
earnings stream from new investment. 
He put the emphasis on the expected 
earnings stream in his theory of invest- 
ment, just as he put the emphasis on 
actual income in his theory of consump- 
tion. He saw in investment the great 
driving force of employment, but one 
that a modern society could not safely 
leave to the unrestrained impulses of pri- 
vate enterprise. These teachings of 
Keynes paved the way for drastic sim- 
plifications by later economists. Before 
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long a literature arose in which costs, 
prices, and profits were pushed aside, 
sometimes completely ignored. Consump- 
tion emerged as a passive response to 
income, without any link to the system of 
prices or the range of economic choice. 
Investment became an exogenous vari- 
able a mere technical datum for the 
economist, like the consumption func- 
tion. Investment opportunity itself be- 
came a sort of physical fact; and not a 
few economists formed the habit of speak- 
ing of investment outlets as if they were 
some objective quantity, independent of 
the dreams of men, their hopes and fears 
about governmental policy, or their ex- 
pectations about costs, prices, and prof- 
its. 

It is against this background that I see 
Hicks’s book on the business cycle. It is 
based on a profound appreciation of the 
work of Keynes, yet consciously departs 
from Keynes’s doctrines at numerous 
points. It is written in a scholarly spirit 
and is devoted to scientific issues, not to 
questions of immediate policy. It is a 
sophisticated work, not to be confused 
with vulgar Keynesianism. It shares, how- 
ever, the aggregative, mechanical, “real” 
slant of much of the recent literature on 


economic theory. It stresses the role of 
effective demand but has practically. 
nothing to say about the organization 
and conditions of effective supply. It sees 
investment as an addition to output but 
overlooks its part in modifying the state 
and intensity of competition in the busi- 
ness world. It restores investment to an 
endogenous role, which it had long played 
in earlier economic theory, including that 
of Keynes; but the restoration is carried 
out through a theorem of impersonal 
technology, not of human conduct in a 
business environment. The sophistica- 
tion of Hicks’s work derives from the 
pressures of a subtle and inquiring mind, 
not from a large knowledge of practical 
affairs or the teachings of history and 
statistics. The result is a closely rea- 
soned’® and attractively written essay 
about a possible cycle, but—as far as I 
can see-——a dubious aid to students seri- 
ously concerned with the actual alterna- 
tions of good and bad trade to which the 
Western world has been subject in mod- 
ern times. 


'* Although the book sets a very high standard in 
this respect, a professional! logician might yet have 
something to say about Hicks’s method of arriving 
at what is or is not “probable” both in his explicit! 
supposititious world and in the alleged real one 
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THE “WELFARE” EFFECTS OF AN INCOME TAX 
AND AN EXCISE TAX 


MILTON FRIEDMAN 
University of Chicago 


Is paper discusses the relative ef- 
fects on welfare of an excise tax 
and an income tax. It demon- 

strates that an alleged “proof” of the 
superiority of the income tax is no proof 
at all, though it has repeatedly been 
cited as one. It then outlines a “correct” 
analysis of the problem." 

The explicit content of the paper is, 
however, only indirectly related to its 
major aim, which is to show by example 
the difference between two approaches 
to economic analysis. From this point of 
view, the present paper is an extended 
footnote toa recent article in this Journal 
in which [ contrasted two definitions of 
the demand curve—the usual one, which 
supposes money income and money prices 
of other commodities the same for dif- 
ferent points on a single demand curve, 
and an alternative definition, which I 
attributed to Alfred Marshall and which 
supposes real income to be the same.’ I 
argued that the usual definition has aris- 
en out of, and reflects, an essentially 
arithmetical and descriptive approach to 
economic analysis; the alternative defini- 
tion, an analytical and problem-solving 

' This paper is written in the spirit of the “new” 
welfare economics, because the technical problem it 
deals with has been considered primarily in those 
terms and despite serious doubts about the accept 
ability and validity of this approach to normative 
economics. The value of the general approach is a 


separate and broader issue, not considered here, ex 
cept for the parenthetical comment in n. 4. 


2 Milton Friedman, ““The Marshallian Demand 
Curve,” Journal of Political Economy, LVI (1949), 


403-05 
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approach; and that the usual definition 
is in consequence less useful for most 
purposes. The quantitative difference be 
tween the two demand curves is small if 
the percentage of income spent on the 
commodity in question is small, as it 
generally is in actual applications, and 
approaches zero as that percentage ap- 
proaches zero. Nonetheless, the differ- 
ence in concept is highly important pre- 
cisely because it does reflect a funda- 
mental difference in approach. 

The following discussion makes no ex- 
plicit use of a demand curve. Yet it will 
be seen that the widely used analysis of 
the welfare effects of income and excise 
taxes, which it shows to be erroneous, is 
cut from the same cloth as the usual defi- 
nition of the demand curve—-both reflect 
the arithmetical approach to economic 
analysis. Df course, no approach makes 
error inevitable. An analyst may win 
through to correct results despite de- 
ficiencies in his approach and tools. Yet 
the fact that able and sophisticated ana 
lysts have been misled affords ample evi 
dence that the defect is not unimportant. 


I. THE ALLEGED “PROOF” OF THE 
SUPERIORITY OF AN INCOME TAX 
Figure 1 summarizes an analysis that 
has frequently been offered as a “proof” 
that an income tax is superior to an ex- 
cise tax yielding the same revenue. 
3 Most presentations of the “proof” derive fro 
M. F. W. Joseph, “The Excess Burden of Indirect 


Taxation,” Review of Economic Studies, V1 (June, 
1939), 220-31; or J. R. Hicks, Value and Capital 
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Consider a world of two goods, Y and 
V. Let the quantity of XY be measured 
along the horizontal axis and that of Y 
along the vertical and draw the indiffer- 
ence curves of a consumer (a “repre- 
sentative’’ consumer|?]). Let AB repre- 
sent the initial budget line, so P, is the 
initial equilibrium position. Let an excise 


Fic. 1 


tax of, say, 50 per cent of the price in- 


clusive of tax be placed on X (call this 
“Excise Tax A’’) and let it be entirely 
shifted to the consumer, so that the price 
of Y to the consumer doubles. On the as- 


Oxford, ty39), p. at. T. Peacock and D. Berry, in 
\ Note on the Theory of Income Distribution,” 
Economica, XVIULL (February, tos1), 83-90, 
vhich applies Joseph's analysis to a slightly different 

oblem and hence is equally invalid, point out that 
Joseph “as 
article in the 1921 volume of the Giornale degli eco 
is also repeated in George J 
Stigler, Theory of Price (New York: Macmillan Co., 
Edward D. Allenand O. H. Brown 
f Public Finance (New York: Pren 
tie-Hall, 1947), pp. 343-45; M. W. Reder, “Welfare 
bkeonomics and Rationing,”” Quarterly 
heconomics, LNII November, 1942), 
rest of Reder's article is characterized by the same 
the “proof” he reproduces, attributing it 
Haskell Wald, The Classical Indictment 


anticipated by Gino Borgatta in an 


nomuists. The “proof” 


1940), pp. 


lee, Economics 


Journal of 
153-55 (the 


to 


sumption (underlying the usual demand 
curve) that money income and other 
prices are to be held fixed in analyzing 
the effect of a change in one price, the 
budget line shifts to AC and the equilib- 
brium position to P,. Suppose, now, that 
instead of the excise tax an income tax 
had been imposed to yield the same reve- 
nue (“Income Tax A’). The budget line 
corresponding to this income tax is paral- 
lel to AB, since prices are assumed to be 
unaffected. Moreover, it must go through 
P, if the revenue from the income tax is 
to be equal to the revenue from the ex- 
cise tax: under the excise tax, the indi- 
vidual spends his whole money income, 


of Indirect Taxation,”’ Quarterly Journal of Econom 
ics, LIX (August, 1945), 577-06, esp. 579-82; and 
\. Henderson, ““The Case for Indirect Taxation,” 
Economic Journal, LVI (December, 1948), 538-53, 
esp. 538-40. A logically equivalent argument is used 
to discuss the welfare effects of alternative forms of 
direct taxation by Kenneth E. Boulding, Economic 
Analysis (rev.ed; New York: Harper & Bros., 1948), 
pp. 773-75, and is repeated by Eli Schwartz and 
Donald A. Moore, who dispute Boulding’s specitic 
conclusions but do not question the validity of his 
argument, in “The Distorting Effects of Direct 
Taxation: A Re-evaluation,”’ American Economic 
Review, XLI (March, 1951), pp. 139-48 

The analysis of this problem by Joseph and Hicks 
is often considered identical with the earlier analysis 
of the same problem by Harold Hotelling in “The 
General Welfare in Relation to Problems of Taxa 
tion and of Railway and Utility Rates,” Econo- 
metrica, V1 (July, 1938), 242-69, esp. 249-51. But 
this is a serious error, since Hotelling avoids the 
fallacy that mars the analyses listed in the preceding 
paragraph. An interchange between Hotelling and 
Ragnar Frisch on Hotelling’s article, Econometrica, 
VII (April, 19030), 45-60, deals rather obliquely with 
the point with which the present note is concerned 
\t bottom, the major difference between Frisch and 
Hotelling is that Frisch interprets Hotelling’s proo! 
as identical with that given by Joseph, although, o/ 
course, Joseph's proof is not referred to and had not 
appeared in print when Frisch wrote. Frisch fails to 
see the force of Hotelling’s emphasis on the essentia! 
point of difference, namely, that Hotelling takes ac 
count of conditions of cost of production 

The “proof” is critically examined and correctly 
criticized by Earl R. Rolph and George F. Break, 
in “The Wellare Aspects of Excise Taxes,”’ Journal 
of Political Economy, LVU (February 1040). 46 54 
Vheir analysis has much in common with that of 
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which is taken to be the same whichever 
tax is imposed, on the bundle of goods 
indicated by /’,; this expenditure equals 
the tax payment plus the cost of 7, at 
pretax prices; in consequence, if he pays 
the same amount in taxes under an in- 
come tax, he will be able to buy the bun- 
dle indicated by 7, at the pretax prices 
with the rest of his income. The budget 
line under the income tax is therefore 
DE. But, with this budget line, the indi- 
vidual will not in fact buy the bundle in- 
dicated by P,; he will instead buy the 
bundle indicated by P,, which is on a 
higher indifference curve. It is therefore 
concluded that an income tax permits a 
consumer to attain a higher indifference 
curve than an excise tax yielding the 
same revenue, i.e., that 
Income Tax A is preferable to 
Excise Tax A.4 


Il. THE FALLACY IN THE 
ALLEGED “PROOF” 


To bring out the fallacy in this al- 
leged proof, we shall use it to “prove” 
precisely the reverse of this proposition, 
namely, that Income Tax A is inferior to 
Excise Tax A. Suppose Excise Tax A to 
be in effect, so that the individual is at 
P,. Now let a second excise tax of the 
same percentage, say 50 per cent, be 
placed on V (Excise Tax B), and again 


the present paper; they point out essentially the 
same defects in the “proof” and give an essentially 
correct analysis of the problem. A correct analysis 
of the problem is also given by 1. M. D. Little, A 
Critique of Welfare Economics (Oxford, 1950), pp. 
157-70. In a recent article, “Direct versus Indirect 
laxes,"’ Economic Journal, LXI (September, 1951), 
577-84, which came to my attention only after the 
present paper was in the hands of the printer, Little 
also points out the defects in the usual analysis. The 
chief difference between the present paper and the 
relevant parts of the papers by Rolph ana Break 
and by Little is that the present paper is primarily 
concerned with the methodological issue involved 
in the analvsis; the others with the substantive issue 


let it be entirely shifted to the consumer. 
The new budget line, that corresponding 
to Excise Tax B plus Excise Tax A, is the 
line FC in Figure 2, which also contains 
the budget lines of Figure 1. FC is, of 
course, parallel to 4B: the prices of both 
NX and ¥ are supposed to be higher by 
the same percentage, hence their relative 
price is unchanged. Let ?, be the point at 
which FC is tangent to an indifference 
curve, so that it represents the bundle 
purchased by the consumer when both 
excise taxes are in effect. Suppose, now, 


that instead of Excise Tax B an income 
tax, Income Tax B, had been imposed in 
addition to Excise Tax A to yield the 


4 The reader should perhaps be warned that the 
identification of “being on a higher indifference 
curve” with “is preferable to” is a far less innocent 
step than may appear on the surface. Indeed, the 
view expressed in n. 1 about the validity of the 
“new” welfare economics in general rests in consider 
able measure on the belief that this step cannot be 
justified within the utilitarian framework of that 
approach, though it can be within a different, and 
in my judgment preferable, philosophical frame- 
work. For a criticism of this step on somewhat dif- 
ferent grounds see Little, op. cit., pp. 38-50. These 
considerations are not, however, relevant to the 
particular technical point made in this paper 
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same revenue. The “proof” given in the 
preceding paragraph can now be re- 
peated, starting from P, instead of P,. It 
obviously shows that Income Tax B 
plus Excise Tax A) is preferable to Ex- 
cise Tax B (plus Excise Tax A): a budget 
line through 7, and parallel to AC (a 
segment of which is shown by the dashed 
line through 7, in Fig. 2) will permit the 
consumer to move from /, to a prefer- 
able point, Ps. This “proof” therefore 

yields the proposition 
Income 
preferable to 


Tax B plus Excise Tax A is 
Excise lax B 
Tax A 


plus 


But Excise Tax A plus Excise Tax B 
is identical with a so per cent income tax, 
since a tax of 50 per cent on the price, 
including tax,of every separate commodi- 


ty consumed is indistinguishable from a 


tax of 50 per cent on income. Call this 
“Income Tax C.”” Proposition (2) can 
then be written 
Income Tax B plus Excise Tax A is 
| lax C (3) 


referable to Income 


Income Tax C is clearly Income Tax 
\ plus Income Tax B, since Income Tax 
\y ields the same revenue as Excise Tax 
\, and Income ‘Tax B, the same (addi- 
tional) revenue as Excise Tax B (on top 
lax A). Proposition (3) can 
written 


of Excise 
therefore be 
at 


preterable to 


Income 


Tax B plus Excise Tox A is 
Income lax B plus 
iX \, (4 


which becomes, when Incom Tax B is 


removed from both sides, 


Excise Tax A is preterable to 
Income Tax (5) 


something is wrong here. 
‘ropositions (1) and (5) cannot be simul- 
taneously correct; yet, if the argument 
leading to proposition (1) is accepted, 
5) cannot be rejected, since 


Clearly 


it follows rigorously from the same argu- 
ment. The argument leading to proposi- 
tion (1) must therefore be invalid. And 
if we now re-examine this argument, we 
shall find that it is, in fact, patently ab- 
surd (and, further, that its absurdity 
could hardly have failed to impress the 
sophisticated theorists who have ac- 
cepted it except for the habitual patterns 
of thought engendered by the usual ap- 
proach to demand curves). Consider the 
budget lines AB and AC in Figure 2. It 
is obvious directly, and without the use 
of indifference curves, that the alterna- 
tives available to the consumer when the 
budget line is AC are clearly inferior to 
those available when the budget line is 
AB. When it is AB, he can, if he wishes, 
have any of the alternatives available 
when it is AC plus all the bundles in the 
triangle ACB. The above analysis sup- 
poses that the mere imposition of the ex- 
cise tax reduces the range of alternatives 
open to the consumer (and by implica- 
tion to every consumer) in a way that is 
calculable by simple arithmetic. How 
can this be? The imposition of the excise 
tax per se does not change any of the 
technical production possibilities; it does 
not by itself lessen the physical resources 
available to the community. It may re- 
duce the quantity of resources available 
to produce X and ¥ if the proceeds are 
used to produce goods under state direc- 
tion which formerly were not produced 
(say goods Z). But, in that case, Figure 
2 is not at all adequate, since an addi- 
tional axis would be needed to represent 
goods Z. More important, the reduction 
in the alternatives open to the consumer 
would then depend on physical and tech- 
nical possibilities, the kinds of resources 
needed for the goods produced by the 
state, and similar factors; the reduction 
cannot be computed by simple arith- 
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metic from the knowledge summarized 
in Figures 1 and 2. 

The above analysis says nothing about 
the destination of the proceeds of the ex- 
cise tax; it would not be changed if the 
proceeds were impounded or used to give 
a per-unit subsidy on VY or an income 
subsidy to consumers. But in any of these 
cases the tax would not have reduced the 
range of alternatives technically avail- 
able. If prices were temporarily rigid, the 
supply of money fixed except for the 
changes brought about by the tax, and 
the proceeds of the tax impounded, un- 
employment might of course occur in the 
short run (though there is then consid- 
erable ambiguity in the assumption that 
NX and F¥ are the only goods in the world). 
‘This would not, however, be a stable 
position; prices would tend to fall rela- 
tive to money income, which would shift 
the line AC to the right. More important, 
if prices did not fall relative to money in- 
come, the most significant implication of 
either the excise tax or the income tax 
would be the same, namely, that either 
tended to produce unemployment and a 
reduction in the alternatives available to 
consumers. The difference between P, 
and a point at the original prices equiva- 
lent in utility to P, (the point of tan- 
gency between a budget line parallel to 
AB and the indifference curve through 
P,) is small compared to the difference 
between either and ?,; indeed, the ratio 
of the former difference to the latter dif- 
ference approaches zero as the excise tax 
(or equivalent income tax) approaches 
zero.’ It follows that if rigidity of prices 
and creation of unemployment are con- 
sidered the major consequences, the con- 
clusion would have to be that the income 
tax and excise tax have essentially identi- 
cal effects on ‘‘welfare” and that any dif- 
ference between their effects is of the 
“second order of smalls.”’ 


The analysis cannot be saved by this 
route. It is clearly intended to be a 
“long-run” analysis—comparative “‘stat- 
ics,”’ not dynamics—as is amply demon- 
strated by both the considerations just 
cited and the assumed complete shifting 
of the excise tax. We can therefore ab- 
stract from any short-run price rigidities 
and suppose complete adaptation to the 
new circumstances. But then it is clear 
that Figures 1 and 2 alone tell nothing 
about the final effects of either the in- 
come tax or the excise tax. For example, 
suppose the excise tax is used to give a 
per-unit subsidy on Y. The slope of the 
new budget line would then be known 
(and might be that shown by AC if the 
excise tax and subsidy were adjusted ap- 
propriately), but its position would not 
be; for its position would be determined 
not alone by the tastes of consumers and 
by arithmetic calculation but also by the 
technical possibilities open to the com- 
munity. 


I. A “CORRECT ANALYSIS 


In order to bring the technical possi- 
bilities into the picture, and thereby to 
eliminate the appearance of paradox in 
the earlier analysis, let us suppose that 
we are dealing with a community of 
many identical individuals identical in 
tastes and preferences and also in kind 
and quantity of resources owned by each 
individual. In this community every in- 
dividual will have the same income and 

> The difference between P; and P, corresponds 
to the “income effect” as defined by Slutsky; be 
tween P, and the point at the original prices on the 
same indifference curve as P,, to the “income effect” 
as defined by Hicks. As Mosak has shown, the differ 
ence between the two income effects approaches zero 
relative to the income effect itself as the price change 
approaches zero. See Jacob T. Mosak, “On the In 
terpretation of the Fundamental Equation of Value 
Theory,” in Oscar Lange, Francis Mcintyre, and 
Theodore O. Yntema, Studies in Mathematical Eco 
nomics and Econometrics (Chicago: University of 
Chicago Press, 1942), pp. 69-74 
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consume the same bundle of goods, so we 
can represent the position of the com- 
munity by the position of any one indi- 
vidual, as in Figure 3. Given the re- 
sources available to the community, 
there will be some set of combinations of 
\ and ¥ that it is technically possible to 
produce. These can be represented by a 
production indifference curve. Since in 
our hypothetical community every indi- 
vidual will consume an aliquot share of 
cach commodity, we can divide the co- 


ordinates of this production curve by the 
number of individuals and plot the result 
on any one individual's indifference map. 
G/I on Figure 3 is such a production pos- 
sibility curve. It shows the alternative 
combinations of XN and ¥ that are tech- 
nically available to each individual, giv- 
en that every individual ends up with the 
same should be em- 
phasized that Figure 3 is for an indi- 
vidual and therefore does not involve 
interpersonal comparisons; we are in- 
terested here in an “allocative,” not a 
‘distributive,’ problem and can ab- 
stract from the distributive problem by 
composed of 


combination. It 


dealing with a society 
identical individuals 


If the society were initially at a posi- 
tion of full competitive equilibrium, each 
individual would be at /,. At this point 
the rate of substitution in consumption 
(the slope of the consumption indiffer- 
ence curve) is equal to the rate of sub- 
stitution in purchase on the market (the 
price ratio shown by the slope of the 
budget line), which, in turn, is equal to 
the rate of substitution in production 
(the slope of the production indifference 
curve). Technical possibilities are being 
fully exploited, as shown by the fact 
that ?, is on the frontier of the alterna- 
tives technically capable of being pro- 
duced (these obviously include not only 
those on GP,H but also those between 
the production indifference. curve and 
the origin). 

How can we represent a proportional 
income tax on this diagram? If the pro- 
ceeds are impounded or returned to in- 
dividuals in the form of a per capita sub- 
sidy, the diagram obviously remains 
completely unchanged. For such an in- 
come tax and subsidy do not alter the 
relative prices of XY and Y, the consump- 
tion indifference curves, or the produc- 
tion possibilities. They are a purely 
nominal matter on the present level of 
analysis. If the proceeds of the income 
tax are spent by the state to produce, 
say, Z, with resources formerly used to 
produce XY or ¥, the production possi- 
bilities are clearly changed. There will 
now be a new production indifference 
curve, showing the alternative combina- 
tions of XY and Y capable of being pro- 
duced, given the production of a speci- 
fied amount of Z. But the change in the 
production indifference curve depends 
only on the amount of Z produced, not 
on how the funds are raised. If we sup- 
pose this amount of Z to be given and 
fixed, the new production indifference 
curve will be the same whether an in- 
come tax or an excise tax is imposed; 
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hence, in investigating any difference be- 
tween an income tax and an excise tax, 
we can, without loss of generality, sup- 
pose GP,H to be the production indif- 
ference curve after the subtraction of 
resources to produce Z. Figure 3 can 
therefore represent the situation both 
before and after a proportional income 
tax for purposes of comparing such a 
tax with an excise tax. 

What now of an excise tax? One con- 
dition is obvious. The position of equi- 
librium must be on the production indif- 
ference curve GH. Any position above 
the production indifference curve is tech- 
nically impossible with the available re- 
sources: any position below it does not 
involve full use of available resources and 
is therefore unstable. Beyond this, the es- 
sential feature of an excise tax for our 
purposes is that it leads to a divergence 
between two prices—the price paid by 


the consumer and the price received by 


the producer—-and, hence, between two 
price ratios that were formerly the same 

the price ratio relevant to the con- 
sumer and the price ratio relevant to the 
producer. The terms on which the con- 
sumer can substitute one commodity for 
the other in purchase on the market, 
while keeping total expenditures the 
same, must be calculated from prices in- 
clusive of tax; the terms on which the 
producer can substitute one commodity 
for the other in sale on the market, while 
keeping total receipts the same, must be 
calculated from the prices exclusive of 
tax. Equilibrium for consumers requires 
that the rate at which consumers can sub- 
stitute in purchase be equal to the rate 
at which they are willing to substitute in 
consumption; i.e., that the consumer 
budget line be tangent to a consumption 
indifference curve. Equilibrium for pro- 
ducers requires that the rate at which 
producers can substitute in sale be equal 
to the rate at which they can substitute 


in production; i.e., that a constant-re- 
ceipts line be tangent to the production 
indifference curve. A position of equilib- 
rium satisfying these conditions is given 
by P, in Figure 4. The line // is the budg- 
et line as it appears to the consumers; 
the line AL, the constant-receipts line as 
it appears to producers. The two diverge 
because of Excise Tax A on X, which 
may be regarded as determining the an- 
gle between the two lines and which 
means that the extra amount of X con- 
sumers can purchase by giving up one 
unit of ¥ is less than the extra amount of 
X producers need to sell to recoup the 
loss from selling one fewer units of V. At 
P., KL is tangent to the production in- 
difference curve and //J to a consumption 
indifference curve. 


4 


Given the shapes of the curves as in 
Figure 4, is necessarily inferior to /’,, 
in the sense that the individual is on a 
lower indifference curve. Given that the 
initial position is one of full competitive 
equilibrium with no taxes or subsidies, 
i.¢., that it is ?,, Excise Tax A is inferior 
to Income Tax A. Let us now, however, 
compare Excise Tax B and Income Tax 
B. Excise Tax B is a tax on ¥ at the same 
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rate as Excise Tax A on X. Superim- 
posed on the latter, it precisely offsets its 
effects on price ratios and eliminates the 
divergence produced by Excise Tax A 
hetween the price ratio relevant to con- 
sumers and that relevant to producers. 
The two again coincide as initially, and, 
in consequence, P, is the equilibrium 
position with Excise Tax B plus Excise 
lax A. On the other hand, the imposition 
of Income Tax B on top of Excise Tax A 
leaves the divergence between the two 
ratios unchanged and leaves P, the equi- 
librium position. Hence Excise Tax B is 
preferable to Income Tax B, given that 
both are superimposed on Excise Tax A. 
his is the converse of the earlier propo- 
sition (2), and hence the rest of the 
earlier analysis no longer follows. The ap- 
parent paradox is resolved and shown to 
be the result of an error in the analysis 
leading to propositions (1) and (2). 


CONCLUSION 


\t this point the reader may well be 
tempted to regard the alleged proof of 
Section | as rehabilitated, to say that “of 
course’’ its validity depends on the as- 
sumption that the initial position is one 
of competitive equilibrium and_ that, 
while the users of the “proof” have been 
careless in not stating this assumption 
explicitly, they have doubtless recog- 
nized its necessity. A re-examination of 
the “proof will, however, show that 
no“assumption”’ about the nature of the 
initial position will render it a valid 
proof of the relevant economic proposi- 
tion. The conclusion to which itis said to 
lead may be correct when the initial po- 
sition is a position of full competitive 
equilibrium; but the argument does not 
demonstrate that it is correct or why it is 
correct. The alleged syllogism, “Socrates 
is aman, Socrates is XY, therefore all men 
are Y,"’ happens to lead to a correct 
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“conclusion’’ when X stands for ‘“‘mor- 
tal,”’ though not when X stands for 
“Greek.”’ Nonetheless, the assumption 
that X stands for ‘‘mortal’’ will not ren- 
der it a valid syllogism. The parallel is 
exact: the alleged proof that an income 
tax is superior to an excise tax is not a 
proof at all; no step in the alleged proof 
depends for its validity on the character 
of the initial position ; hence, no ‘‘assump- 
tion’’ about the initial position can con- 
vert it into a valid proof, though the 
final statement in the “proof”? may be 
correct for some conditions and not for 
others. 

The analysis in Section III shows that 
no general statement can be made about 
the relative effects on ‘‘welfare’’ of what 
we have been calling ‘‘income taxes’’ and 
“excise taxes.’’. Everything depends on 
the initial conditions under which the 
taxes are imposed. But even this state- 
ment does not sufficiently indicate the 
limitations on the direct applicability of 
the results. What [—in common with the 
other writers on this problem— have 
called an “income tax’ has little or no 
kinship with the taxes actually levied 
under that name. The latter are funda- 
mentally excise taxes more or less broad 
in scope. Even a straight proportional 
income tax on a broadly defined tax base 
does not fall equally on all goods and 
services produced with available re- 
sources; inevitably it leaves untouched 
goods and services not produced through 
the market-—leisure, household activi- 
ties, etc. It therefore makes the rate at 
which the consumer can substitute them 
for marketable goods and services dif- 
ferent from the rate at which it is tech- 
nically possible to substitute them. This 
effect is clearly greater if the income-tax 
hase is more narrowly defined, an exemp- 
tion is allowed, or the rates are progres- 
sive. The most that one can infer from 


WELFARE EFFECTS OF TAXES 33 


the analysis is perhaps a presumption 
that, the broader the scope of the tax and 
the more equal its incidence, the less 
likely it is to falsify rates of substitution. 
But even this is at best a presumption to 
be tested in each case. Unfortunately, 
formal analysis can seldom if ever give 
easy answers to hard problems. Its role 
is quite different: to suggest the con- 
siderations relevant to an answer and to 
provide a useful means of organizing 
the analysis. 

The analysis in Section III is clearly 
applicable to many problems other than 
the particular one to which it is there 
applied. Forces other than taxes may 
produce divergences between the rates of 
substitution whose equality is the es- 
sential condition of an “optimum” in the 
sense implicit in the above discussion. 
For example, monopoly produces such a 
divergence, and it is this divergence that 
constitutes the fundamental argument, 
on strictly allocative grounds, against 
monopoly. Similarly, Marshall's argu- 
ment for taxes on decreasing-return in- 
dustries and subsidies to increasing-re- 
turn industries, to the extent that it is 


valid, involves a divergence between the 
production indifference curve relevant to 
the producer and the production indif- 
ference curve relevant to society and 
hence a divergence between the rate at 
which a producer judges that he can 
substitute’ commodities in production 
and the rate at which producers as a 
whole can actually do so. In fact, our 
simple Figure 4 contains the essence of 
much of modern welfare economics. 
To return to the initial theme, the ap 
proach to economics underlying the us 
ual demand curve is the approach under- 
lying the superficial analysis embodied in 
Figure 1; the approach underlying the 
alternative demand curve along which 
“real income” is held constant is the ap 
proach embodied in Figures 3 and 4; one 
who started with this approach would be 
heavily insulated against analyses such 
as that embodied in Figure 1. The great 
defect of the approach underlying the 
usual demand curve is that it emphasizes 
arithmetic considerations; the great vir- 
tue of the approach underlying the al- 
ternative demand curve is that it em 
phasizes economic considerations. 
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The System or Theory of the Trade of the World .. . seem to me capable of answering any 
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INTRODUCTION 


Hk greatest contribution to the 

theory of the international mecha- 

nism of adjustment prior to the 
writings of David Hume’ and Henry 
if not prior to Ricardo — was 
made in 1720 by Isaac Gervaise.’ The 
discussions by Gervaise entitled “Of the 
Different Kinds of Value,”’ “Of the Bal- 
lances of Trade,’ and “Of Exchange” are 
truly remarkable. His treatment of in- 
come effects and his general equilibrium 
analysis of the international mechanism 
of adjustment are in many respects su- 
perior to those prevalent today. In effect, 
(Gervaise outlined the first theory of gen- 
eral equilibrium in the international field, 
whereas most current presentations are 
still partial in their approach. He general- 


Thornton’ 


‘Cf. David Hume, Essays Moral, Political, and 
Literary, ed. TO H. Green and T. H. Grose (pub 


lished in 1 London: Longmans, Green & Co., 
ESP. pp. 313, 333>37 

*Henry Thornton, Am Enguiry into the Nature 
tnd Effects of the Paper Credit of Great Britain, ed 
bk. A. von Havek (New York: Farrar & Rinehart, 
Inc, . for a brilliant discussion see pp. 152 and 
» ) 

' The only known work by Isaac Gervaise is The 
System or Ll heory of the Trade of the World (London 
Hl. Woodfall, 1720). I am indebted to Professor 
Jacob Viner, who rediscovered the work, for inspira 


on and encouragement in writing this essay. Pro 


lessors Howard S. Ellis, Arthur H. Leigh, Lloyd W 
Mints, and Eo Victor Morgan have also read an 
carly draft of my manuseript and offered helpful 


suggestions 


Isaac GERVAISE, The System or Theory of the Trade of the World (London: 


ized the analysis of the mechanism of ad- 
justment both for relatively stable and 
for fluctuating exchange rates. The cus- 
tomary present-day treatment deals first 
with the analysis of stable exchange rates 
and then proceeds to an analysis of fluc- 
tuating exchange rates, as if the processes 
of adjustment under relatively stable and 
under fluctuating exchange rates were 
independent phenomena. Analysis of 
stable exchange rates usually assumes 
gold-standard conditions and too fre- 
quently overlooks the fact that exchange 
rates are often stabilized more rigidly 
after a country is forced off the gold 
standard. Analysis of fluctuating ex- 
change rates seldom explicitly considers 
the specitic environment or relevant con- 
text. To Gervaise the same underlying 
factors appear to be operating under 
both conditions, differences in the quan- 
titative importance of the variables un- 
der changing conditions always consid- 
ered. Stable and fluctuating exchange 
rates are thus not unrelated phenomena. 
They are both instruments respectively 
called into operation as part of a general- 
ized process of adjustment or maladjust- 
ment through time. 


Il. FIRST SYSTEMATIC FORMULATION OF A 
GENERAL EQUILIBRIUM THEORY OF 
rE INTERNATIONAL MECHANISM OF 
ADJUSTMENT 
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Gervaise’ basic propositions may be 
stated algebraically as follows: 
Production + imports — 

exports = Net consumption, 
or 


= Net consumption 
+ exports, (1) 


Production + imports 


Production prices (for 
a given period of time) = Money income (for 
that period of 
time). (2) 


Gervaise points out that if certain 
commodities were transportable and 
there were no tariffs or transportation 
costs, identical internationally traded 
commodities would be sold at the same 
price in all markets. Under ‘‘normal” 
conditions, trade relations would result 
in the distribution of the precious metals 
according to the relative national real 
incomes of the respective trading coun- 
tries. Parenthetically, Gervaise notes 
that nations with rich gold and silver 
mines would be able to sustain a larger 
proportion of the precious metals than 
they otherwise would have been able to 
sustain —-but only as long as their mines 
last and to the extent of their richness. 
During a war or some other national 
catastrophe, a nation may be denuded of 
its precious metals by employing a 
greater share of its resources “in the De- 
fense of the State,’’* and other countries 
may benefit. Ordinarily, however, if a 
country acquires a greater proportion of 
the precious metals as compared to the 
previous money income 
money being distributed according to na- 
tional real income—and the cause of that 
attraction ceases, the country in question 
will not be able to retain the greater pro- 
portion of the precious metals. For, as 
Gervaise observes, if a country started 
with a certain equilibrium level of pro- 


levels of 


4 Gervaise, op. cit., p. 4 


duction, a level required to satisfy a de- 
sired and attainable level of national 
consumption, the increased quantity of 
money would, by raising money incomes 
(eq. [2}), break the equality (in eq. [1}) 
between the level of consumption and the 
level of production. The increase in in- 
comes, with no corresponding increase in 
production, would lead to an excess of 
consumption over production, for “the 
number of Rich [consumers] is too great, 
in Proportion to the Poor {producers|.”’ 
And, since 
+ exports = Produc- 
tion + imports, (1) 


Net consumption 


an excess of consumption over produc- 
tion must mean an excess of imports over 
exports. Barring loans or default, the ex- 
cess of imports would be paid for in gold, 
reducing the stock of gold and therefore, 
mutatis mutandis, causing a decline in the 
level of money incomes of the country in 
question, until its proportion of gold to 
that of the commercially active world 
gold stock was equal to its proportion of 
real income to that of world income, on 
the one hand, and until its level of con- 
sumption was equal to its level of pro- 
duction, on the other hand. 

This in itself, for 1720, was an impor- 
tant contribution to the understanding 
of the relation between domestic and in. 
ternational equilibrium; yet the insights 
of Gervaise into a relevant and general- 
ized theory of the mechanism of adjust- 
ment were even more ingenious. 


If. CREDIT, INFLATION, AND THEIR 
EFFECT ON TRADE 
Penetrating with surprising simplicity 
and terseness to the root cause of private 
credit creation, namely, the wish of the 
seller to consummate a sale rather than 
risk losing it in the future, Gervaise con- 
p. 5 
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iders the case of a nation having in- 
creased its credit relative to that of other 
countries. This disproportionate increase 
in credit results in higher money incomes 
and in higher prices. “Credit,” writes 
Gervaise, * adds unto all things, an 
Increase of the Denomination of Value, 


proportion’d to the Increase of the De- 


neminator by Credit.” Further, he 
points out that the increase of credit will 
operate in a way similar to an equal in- 
crease of mined gold, so that the country 
undergoing the credit expansion will re- 
fain only its proportion of the increased 
credit, prices now being higher all 
around. Explicitly, Gervaise explains the 
gold efilux entirely through the effect of 
the credit expansion on money incomes. 
But, since he assumes a fixed level of pro- 
dluction and clearly states the effect of 
credit upon prices, he may have sub- 
sumed the price effects under the income 
effects. I, however, an explicit treatment 
of price effects is wanting, his treatment 
of income effects is both clearer and su- 
perior to that of the so-called modern 
“income approach.’ For his, in effect, is 
a rate-of-expenditure approach,”’ re- 
cording any impact of obsolescence 
and or capital decumulation upon the 
balance of payments an approach 
which we should find extremely useful in 
examining current problems in the inter- 
national mechanism of adjustment. 
Gervaise makes it quite clear that 
simple metallic currency systems (pre- 
sumably he would have said the same for 
ideal gold-standard conditions) provide 
no guaranty against world inflations or 
world Metallic 
merely tend to prevent an individual 
country from stepping out of line.’ 
Gervaise’ discussion of the mechanism 


detlations currencies 
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of adjustment under inflationary condi 
tions is particularly noteworthy. Stress- 
ing the relation between inflation and the 
resource allocation problem, he observed 
that inflation stimulates excessive pro- 
duction for the home market as com- 
pared to exports The nation, “being 
unable to furnish unto the rest of the 
World, the same quantity of Labour 
[goods] it furnish’d” prior to the credit 
expansion, ‘the Rich in that case being 
either richer than they were, or in greater 
number, consume more than before; so 
that .. . less is exported from that na- 
tion than was before the Excess of its 
Denominator.’* In less antiquated ter- 
minology : as a result of credit expansion, 
money incomes are raised, and conse- 
quently the consumption of ‘“‘native” 
commodities (i.e., domestic plus ex- 
portable commodities) is increased, there- 
by reducing the amount of goods avail- 
able for export. This reduced volume of 
exports relative to imports is responsible 
for the decline in the influx, and hence in 
the stock, of precious metals and con- 
tinues until a new equilibrium position 

if possible- is reached, and conversely 
for the case of deflation. 

The inseparable connection between 
domestic monetary policy and the bal- 
ance of payments is made emphatically 
clear. But relative stress is laid upon the 
tendency for exports to decline during a 
period of inflation rather than for im- 
ports to rise, an important turn of em- 
phasis which has received insufficient 
theoretical or empirical attention, par- 
ticularly since Gervaise postulated a 
meaningful hypothesis which is capable 
of being tested under varying inflation- 
ary conditions.’ 

* Jbid., pp. 8, 9. 

* [tis probably unnecessary to point out the dif- 


ference between assuming “full employment” and 
assuming ‘‘partial employment” in this connection 
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IV. THE “BALANCE-OF-TRADE’’ CONCEPT 

Gervaise broadens his analysis to in- 
troduce the concept of the balance of 
trade, which he detines as the difference 
between exports and imports. When dis- 
turbances arise solely from trade, this 
balance “‘neither is very great, nor lasts 
long,’** for the trade itself causes con- 
tinuous equilibrating adjustments about 
a natural level of exports and imports. 
But under inflationary conditions there 
may arise a /asting discrepancy between 
imports and exports. In analyzing how 
such disequilibriums arise and the proc- 
ess of adjustment or maladjustment 
which they engender, Gervaise made his 
greatest contribution toward a general 
theory of the international mechanism of 
adjustment. 

Starting from an equilibrium position 
between exports and imports, Gervaise, 
with the aid of an arithmetical example, 
illustrates how a country undergoing in- 
flation incurs an excess of imports over 
exports and then proceeds to show how 
this indebtedness may be discharged. At 
first, the indebtedness is met by the ex- 
portation of “‘Coin or Bullion,” for coin, 
being the legally defined unit of account, 
represents the only international means 
of payment that does not rise in value in 
terms of paper. All other debt-discharg- 
ing instruments, e.g., internationally 
traded goods, are affected by the infla- 
tion rise in price in terms of the do- 
mestic currency—-and hence are a costlier 
means of discharging foreign debt. Con- 
sequently, the outflow of gold and the 
negative balance of trade will run against 
the country until the domestic inflation 
is checked, i.e., until the total volume of 
means of payment-—-gold plus currency 
plus credit—is again in “proportional 
Equilibrium of the rest of the World." 


'e Gervaise, op. cit., p. 9 


But how can such an equilibrium be 
reached? 

Equilibrium in the balance of trade 
may be reached, continues Gervaise, if 
the country in question possesses a stock 
of gold large enough not only to permit a 
gold efflux of sufficient volume to curb the 
domestic inflation (and thereby restore 
equilibrium between domestic produc- 
tion and consumption, and thus between 
imports and exports) but, in addition, to 
leave enough gold within the country to 
permit the maintenance of convertibil- 
ity. If, however, the amount of gold 
available is so small that, after the coun- 
try is entirely denuded of its gold hold- 
ings, the total amount of domestic means 
of final payment is still excessive (i.e., 
consumption exceeds production and 
therefore imports exceed exports), then 
convertibility has to be abandoned, in 
effect, at the point where the excess of 
imports has so reduced the quantity of 
gold holdings that they are merely suf- 
ficient to support the existing amount of 
domestic credit. Beyond this point, the 
level of imports has to be reduced to a 
volume that can be paid for by the re- 
duced level of exports. This contraction 
in the volume of imports would lead, in 
lime, to a reduction of domestic credit 
until a new equilibrium between con- 
sumption and production was estab- 
lished. The result of inflation, concludes 
Gervaise, “consists only in the Inhabit- 
ants living for a time in proportion to 
that swelling, so as to make a greater Fig- 
ure than the rest of the World, but al- 
ways at the cost of their Coin, or of their 
Store of real and exportable Labour 
[goods].’’” 

According to the foregoing analysis, 
inflation tends to reduce the volume of 
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exports and, in time, the volume of im- 
ports, thereby lowering the total volume 
of foreign trade. This, too, is a meaning- 
ful hypothesis which is capable of being 
tested under “‘ideal’’ conditions. 


V. EXCHANGES AND THEIR EFFECTS 


We have observed that, for the re-es- 
tablishment of equilibrium between ex- 
ports and imports, credit contraction 

ic., monetary stability) is a primary 
requisite. But what of the transition? 
Although Gervaise spoke, as it were, in 
terms of “comparative statics,’ his ma- 
jor emphasis was on the nature of the 
transition. He well realized that the un- 
derlying inflationary factors causing the 
reduction of exports as compared to im- 
ports may not quickly disappear after 
convertibility and stable exchange rates 
are no longer attainable. Indeed, among 
the great merits of his analysis is its gen- 
eralized and somewhat dynamic treat- 
ment of the process whereby a country 
moves from stable to fluctuating ex- 
change rates. His insistence upon regard- 
ing relatively stable and fluctuating ex- 
change rates as part of a continuous proc- 
ess of adjustment or maladjustment to 
the same underlying disturbance, e.g., 
domestic inflation, is a contribution of 
the first rank. He demonstrated that, ex- 
cept for the limited range of possible 
fluctuations of the exchanges under an 
international metallic standard, there is 
no basis for differentiating the theory of 
foreign exchanges between two curren- 
cies having a common metallic standard 
from that between two currencies of dif- 
ferent standards. Yet he did not impute 
a significant function in the mechanism 
to the exchange-rate fluctuations within 
the limits of the specie points. 

Specifically, tracing the mechanism of 
adjustment of a country undergoing in- 
lation, Gervaise points out that if the 
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excess of imports has caused such an out- 
flow of gold that convertibility can no 
longer be maintained, then it may be im- 
possible to pay for the imports with ex- 
ports at the going rate of exchange. For- 
eign creditors, fearing the risk of trans- 
porting gold and being unwilling to wait 
until the balance of trade returns to 
equilibrium, will sell their accumulated 
foreign balances at a discount, the extent 
of the discount varying with the degree 
of the country’s import surplus. 

When the exchange rate of the country 
undergoing inflation falls markedly 
(ranging downward from the gold-export 
point) and gold becomes scarce, for- 
eigners find that they would incur severe 
losses by selling their holdings of the 
depreciated currency. This in_ itself 
makes them ever more anxious to ex- 
change their foreign holdings into any 
international means of payment whose 
value has not depreciated. In order to 
minimize their losses, they use their for- 
eign-currency holdings to buy goods in 
the country undergoing inflation and 
ship them wherever they may yield the 
greatest revenue. But this increased de- 
mand for internationally traded goods 
raises their price in terms of the depreci- 
ated currency. Consequently, when mer- 
chants try to sell the goods elsewhere in 
terms of gold, they are compelled to re- 
duce their prices, for competitors from 
third countries will offer similar goods at 
lower, uninflated levels. Hence exporters, 
finding that their receipts are unavoid- 
ably reduced by exporting goods to the 
inflated country, cease to accumulate 
foreign balances in it by exporting to it 
no more than they are sure of importing 
from it. Thus will that nation, having 
lost its stock of gold, be obliged to use its 
stock of exportable internationally traded 
commodities, a condition which will per- 
sist until the volume of credit is reduced. 
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Meanwhile, however, the reduction of 
exports by the country undergoing infla- 
tion stimulates the exports of third coun- 
tries whose money incomes and prices 
have not risen. This, in turn, creates a 
brisk domestic demand in these third 
countries, making it possible for them to 
import “produce or materials’’ from the 
country undergoing the inflation; for, al- 
though the selling prices of the inflated 
country are high, the dearness is com- 
pensated by the difference in exchange. 
But this, in turn, forces these domestic 
goods—‘‘raw materials and produce” 
which ordinarily do not cross national 
frontiers——to rise in price in the country 
undergoing inflation even beyond the dif- 
ferences in the exchanges and consequently 
relatively to the price of previously ex- 
portable finished manufactures. 

As costs of manufacturing in the ex- 
port fields rise relative to selling prices, 
exporters in the inflated country may 
find neither the same profit nor the same 
demand as before for their products. 
They are therefore forced to lay off some 
of their men. By degrees, the workers are 
compelled to quit their usual occupations 
and to move to those that are catering to 
the domestic inflationary demand. 

Luxury and “superfluous’”’ industries 
flourish at the expense of necessities. Nor 
are subsidies to manufacturers of necessi- 
ties likely to be of much assistance. For 
any subsidy given to specific manufac- 
turers merely results in attracting work- 
men from other similar occupations: ‘So 
that what is transported of the encour- 
aged Manufacture, beyond nature, only 
ballances the Diminution of the others."""3 

Hence, while Gervaise comes very 
close to the presentrday explanation ‘of 
the way in which a country with a depre- 
ciated ‘credit’ currency reaches equilib- 
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rium with an outside world having a 
metallic standard, he stops short, and his 
analysis takes on an extremely realistic 
form, a form which is, in effect, a particu- 
lar case of a more general case; and the 
particular nonequilibrating case which 
Gervaise discusses is, on a priori grounds, 
as likely to occur as the particular equi- 
librating case which is generally accepted 
as current doctrine. 

Gervaise closes his discussion of the 
mechanism of adjustment with a testi- 
monial to free trade. When domestic pro- 
duction is not large enough to supply the 
demand of the inhabitants, he writes, 
the best and safest Way is freely to suffer Their 
Importation from the rest of the World; Taxes 
on Imports being no more than a Degree of Pro- 
hibition, and Prohibition only forcing those 
Manufactures to extend themselves beyond 
their natural Proportions, to the prejudice of 
those, which are, according to the Disposition of 
the Country, natural beyond the intire Demand 
of the Inhabitants; which lessens or hinders 
their Exportation, in proportion to the prejudice 
they receive by the increase of those Manufac- 
tures, which are but in part natural, and where- 
of the Importation is prohibited." 


And so Gervaise concludes: “That Trade 
is never in a better condition, than when 
it’s natural and free.’’*® For, even if cer- 
tain benefits from protection are seen, “‘it 
is difficult to perceive its Countercoup, 
which ever is at least in full proportion to 
the intended Benefit.’’"® 


VI. MONOPOLY, TARIFFS, AND THE DE- 
TERMINANTS OF FREE TRADE 


Before turning to his concluding sec- 
tion on remedies for internal and external 
instability wrought by inflation, Gervaise 
strongly censured the inefficiency of big- 
ness and the imperfections and corrup- 
tions of monopoly. Giant organizations, 

Tbid., pp. 22-23 
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which he considered under the heading of 
“corporations,”’ were of no advantage to 
the state, except when private people 
were unable to attain such communal 
ends as improving navigation, etc. Large 
units, he maintained, “deprive Man of 
his natural Right to make the best of his 
Industry according to his genius, or In- 
7? Another charge against big- 
ness was its tendency toward monopolis- 


clination 


tic and monopsonistic practices: “It’s ex- 
ceeding hard to find a number of Men as 
careful and laborious, as is necessary in 
buying and selling, and at the same time 
so generous and disinterested, as not to 
turn things to their own private advan- 
tage, when occasion serves.” 

While Gervaise states in uncompro- 
mising terms that monetary instability, 
tariffs, and monopoly must be held in 
strict control, he consistently adheres to 
the principle that free enterprise is the 
essence of liberalism. His judgment on 
the ultimate determinants of foreign 
trade is no less incisive, for he suggests in 
several places that, government interfer- 
ence aside, it is to be explained pre- 
dominantly by the relative scarcity and 
abundance of the factors of production, 
the quality of the factors always consid- 
ered 

Whenever I mention the quantity of In- 

habitants, T always suppose, that regard which 
uught to be had, to the Situation, and Disposi 
tion, of the different Countries of the World; the 
same quantity of Inhabitants, not producing the 
same Effect, in all Countries, according as their 
Dispositions differ: which I shall shew here- 
after.’ [And later:] Neighbouring Nations have, 
generally speaking, a certain natural Portion, 
either great or small, of the same Produce and 
Manufactures, according to their Number of 
Inhabitants, and as they are disposed and situ- 
ated.’° 

p. 27 
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VII. DOMESTIC AND INTERNATIONAL 
EQUILIBRIUM 

Gervaise next proceeds to furnish his 
remedies for the interrelated problems of 
domestic monetary stability and of bal- 
anced international accounts. 

If a country finds that its exchange 
rate is overvalued, the remedies are 
either deflation “‘proportion the People 
to the Denominator’ or a lowering of 
the exchange rate. But, since a policy of 
deflation “is most difficult, and almost 
impossible’ to enforce, a lowering of the 
exchange rate must be preferred. This 
may be accomplished either (1) by taxa- 
tion, using the funds to establish a sink- 
ing fund for national debts or setting the 
proceeds aside for future contingencies, 
i.e., the establishment of a fund which 
could be used to supplement the normal 
supply of the domestic currency at the 
reduced rate of exchange, or (2) by rais- 
ing the price of coin. 

A rise in the price of coin, maintains 
Gervaise, would reduce the amount of 
outstanding credit, since a greater pro- 
portion of the volume of monetary trans- 
actions could now be conducted with the 
same amount of coin. Raising the price 
(i.e., denomination) of coin would ac- 
cordingly bring about the desired mone- 
tary contraction. But Gervaise cautioned 
against severe contraction, maintaining 
that the hardship caused would be 
greater, the longer and the more severe 
had been the credit expansion. If the 
credit expansion were “new and sudden,” 
it might rapidly disturb the allocation of 
incomes but not the allocation of re- 
sources, for the mobility of resources be- 
tween ‘necessary’? and “‘superfluous’’ 
manufactures is not a short-term process. 
Consequently, as long as the misalloca- 

[bid., p. 29 
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tion of resources is not serious, trade may 
not greatly suffer. However, when the 
credit expansion is of long standing, the 
resource structure becomes badly skewed, 
with an excessive amount of factors being 
sucked into the production of “luxuries” 
and an inadequate amount remaining for 
the production of ‘‘necessary manufac- 
tures.”’ So that, if after several years of 
such expansion a nation suddenly fol- 
lowed a policy of stringent contraction, 
the remedy, in effect, might be disas- 
trous. Granted that the demand for 
‘luxuries’ would be greatly reduced and 
the demand for ‘‘necessities”’ increased, 
but so rapidly and to such an extent that, 
after the short run, the manufacturers of 
necessities would be unable to meet the 
extraordinary demand facing them. Only 
after the long run would an adjustment 
be reached, i.e., a period of time suf- 
ficiently long to attract from the “lux- 
ury”’ industries the workers which the 
manufacturers had lost to them during 
the period of inflation. But this may en- 
tail a long period of misery and priva- 
tion. For these reasons, Gervaise stands 
resolutely against a policy of rapid and 
stringent monetary contraction, advo- 
cating, instead, a policy of gradualism, 
with the maintenance of a sufficient stock 
of foreign reserves to cushion the effect 
of a serious external drain.” 

#3 It is interesting to note that Henry Thornton, 
some eighty years later, similarly elaborated on this 
point. The lack of balanced judgment on this entire 
issue makes it worth while to quote, in extenso, 
Thornton’s brilliant testimony on the effects of a 
severe restriction of the paper of the Bank of Eng- 
land. When such a restriction is ‘‘Sudden and 
Violent,” he testified, *‘it must tend, by the convul- 
sion to which it will lead, to prevent gold from com- 
ing into the country rather than to invite it, and 
thus to insure the danger of the bank itself” (op. cit., 
p. 122). Later (1802), with comprehensive brevity, 
he concluded: 

“The Bank, by proceeding to that reduction of 


its own paper which is necessary to bring gold into 
the country, may possibly annihilate, before it is 


In concluding his discussion on the 
mechanism of adjustment, Gervaise 
states that, although foreign borrowing 
constitutes a mark of indebtedness, it 
nonetheless may be a healthy instrument 
for the development of a country and is 
entirely compatible with maintaining 
equilibrium in its international accounts 

as long as the “Confidence’’ and the 
“Fear’’ of foreign investors are kept in 
balance. If, however, fear outstrips con- 
fidence, then foreign borrowing may be- 
come a disequilibrating force, with the 
degree of disequilibrium depending upon 
the degree of fear and the size of the for- 
eign debt. Monopolistic conditions must 
also be considered, for if a country pro- 


aware, a part or even almost the whole of the cir 
culating country bank notes, and much other paper 
also; and it may, in that case, have to supply gold 
sufhcient to fill the whole void, perhaps more than 
the whole void, which it has created; for it may be 
called upon to furnish large additional sums which 
may forthwith be hoarded in consequence of the 
alarm thus occasioned. Hence, even though it should 
increase the supply of gold from abroad; it may aug- 
ment, in a far greater degree, the demand for it at 
home. For this reason, it may be the true policy and 
duty of the bank to permit, for a time, and to a cer 
tain extent, the continuance of that unfavourable 
exchange, which causes gold to leave the country, 
and to be drawn out of its own coffers: and it must, in 
that case, necessarily encrease its loans to the same 
extent to which its gold is diminished. The bank, 
however, ought generally to be provided with a fund 
of gold so ample, as to enable it to pursue this line of 
conduct, with safety to itself, through the period of 
an unfavourable balance, a period, the duration of 
which may, to a certain degree, be estimated, 
though disappointment in a second harvest may 
cause much error in the calculation” (ibid., pp 
152-53). 

The similarity between the discussion of Gervaise 
and that of Ricardo on the importance of “the 
severity and extent” of an inflation in considering 
satisfactory stabilization measures is also striking 
Both suggested, implicitly or explicitly, that devalu 
ation would be the closest available approach to jus 
tice if an inflation had prevailed for many years and 
many of the existing contracts had been entered into 
on the basis of depreciated currency. For a discussion 
of Ricardo’s views on the matter see Jacob Viner, 


Studies in the Theory of International Trade (New 


York: Harper & Bros., 1937), pp. 204~s. 
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cures a larger share of world gold, as com- 
pared to its relative share of real world 
income, then it will be found that other 
nations ‘are either subjected or indebted 


to 


VILL. CRITICISMS AND CONCLUSIONS 


While Gervaise is guilty of several 
technical errors of omission, if not of 
commission, in his analysis of the inter- 
national mechanism of adjustment, he 
presents a far more precise and more sys- 
tematic exposition of the nature of do- 
mestic and international equilibrium 
than does any previous theorist known 
to me. Consistently maintaining the free- 
trade position, he states that in each 
country productive resources will be al- 
located among different industries in ac- 
cordance with the productive capacities 
of the people and their “geographical” 
situation, clearly suggesting that the 
relative abundance and scarcity of fac- 
tors quality considered—-is an impor- 
tant determinant of domestic and inter- 
national specialization. 

Che most outstanding features of his 
discussion are his analysis of the self- 
regulating mechanism of international 
adjustment, whereby specie obtains its 
proper international distribution, and 
his application of the mechanism, in a 
veneralized form, to both stable and 
fluctuating exchange rates. 

Isaac Gervaise was also responsible for 
one of the earliest statements of the rela- 
tion between the specie and nonspecie 
clements of the currency upon prices. He 
stated correctly that the total means of 
payments is a determinant of prices. He 
did not, however, explain the interna- 
tional mechanism of adjustment pre- 
dominantly in terms of fluctuations in 
relative prices, although he did suggest 
the importance of changes in relative 
p. 34 
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price structures. His explanation runs in 
terms of a “‘rate-of-expenditure ap- 
proach.” In fact, to my knowledge, Ger- 
vaise is a pioneer in the use of this ap- 
proach to determine the proportion in 
which the money income of a country 
must be expended between native com- 
modities and imports to achieve domestic 
and external equilibrium; that is, net 
consumption of country X must not ex- 
ceed the production of country X if it is 
to have sufficient exports to pay for its 
imports; and, conversely, production of 
country X must not exceed its net con- 
sumption if all other countries are to be 
able to maintain a sufficient volume of 
exports to pay for their imports.** Ger- 
vaise integrated these two advances-_ his 
penetrating analysis of the relation be- 
tween total means of payment and prices 
and his effective use of the rate-of-ex- 
penditure approach— to provide what 
was in all probability the first systematic 
exposition of the mechanism of adjust- 
ment in terms of the role of fluctuations 
in the nonspecie as well as in the specie 
elements of the currency. In taking this 
forward step, he analyzed the relation 
between national and international equi- 
librium, placing much emphasis upon the 
level of consumption and exports, pro- 
duction and imports; the role of foreign 
exchange rates and costs; and the rela- 
tive fluctuations of import, export, and 
domestic prices. These contributions 
alone are sufficient to insure him a rank 
of first importance in the history of inter- 
national equilibrium theory. 

Further, Gervaise deserves recognition 
for his treatment of time lags and unem- 
ployment. In stressing the importance of 
transition, as well as equilibrium analy- 
sis, he perceived some of the methodolog- 
ical problems for the solution of which 
economists are still attempting to devel- 


*s See above, eqs. (1) and (2 
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op satisfactory techniques. But even in 
his hands the tortuous analysis of time 
lags was not without its limitations. For, 
although he came close to the present- 
day explanation of how a country with a 
depreciated credit currency reaches equi- 
librium with an outside world having a 
metallic standard, his formulation 
stopped short, and, instead of maintain- 
ing that equilibrium would be reached, 
he claimed that unemployment would 
set in, and further disequilibrium take 
place. Here Gervaise fell into error, for he 
did not show under what particular as- 
sumptions this disequilibrium would oc- 
cur, nor did he specify the assumptions 
underlying his position that a reduction 
in imports or a rise in the price of gold 


would necessarily curtail the demand for 
credit. Yet these aberrations and those 
stemming from his inadequate treatment 
of velocity are understandable when one 
takes into account the monetary and 
banking practices of his time. But aber- 
rations they were, nonetheless. 

Finally, the importance of Isaac Ger- 
vaise as a contributor to the general equi- 
librium theory of the international mech- 
anism of adjustment rests in no small 
measure upon his purely scientific for- 
mulation of his theories and his clear, 
mathematically illustrated exposition ol 
them at a time when such precise formu- 
lation, free of moralistic preoccupation, 
was scarcely known to economic litera 
ture. 
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I. INTRODUCTION 


HAT there may be distortions in 
market wage structures is a propo- 
sition economists accept without 
question; that a rule or criterion can be 
serviceable toward identifying particular 
wage rates as distorted is a view less 
widely favored. Thus Professor Reyn- 
olds writes: 
to subject this line of argu 
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of a highly competitive 
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labor market, there is no way of determining 
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cate an explicit principle by which to 
appraise particular rates as proper, €x 
cessive, or insufficient. Generally, econ 
omists have limited themselves to an 
examination and indication of deticien- 
cies in certain popular criteria used in 
wage negotiations, such as minimum 
budgets, cost of living, ability to pay, 
etc. A few writers, it is true, have gone 
further than this. Of these, Professor 
Clark has developed ‘ta theory of eco- 
nomically sound wage adjustments, for 
mulated in terms that mightactually serve 
as guides to negotiators, mediators and 
arbitrators.” Such a theory, he believes, 
could “serve to create at least a prima- 
facie case against gross departures. It is 
distinct from the theory of what governs 
actual wages, but can have a two-way 
relation to it. The actual forces may be 
of a character calculated to depart from 
the ideal in one direction or another; and 
this may afford contributory evidence as 
to where the ideal standard lies. And the 
economically correct standard may come 
to have an increasing effect on actual! 
wage adjustments.’ Thus, in contrast to 
Reynolds, Clark offers a criterion sery ing 
both to appraise particular wage rates 
as “ideal” and to influence “actual wage 
adjustments.” 

This paper rejects Reynolds’ posi 
tion and indorses that portion of Clark's 
dealing with the possibility of formu- 
lating a defensible wage criterion for 
the purpose of judging distortions in 

J. M. Clark, Guideposts in Time of Chany: New 
York: Harper & Bros., 1949), 172 
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the wage structure, though my specitic 
criterion differs from his. Clark’s op- 
timism, however, that there “should be 
a fighting chance of making such a stand- 
ard approximately effective in practice’’s 
seems, for reasons to be given, ill founded 
except within the framework of a rather 
completely controlled economy. Less 
far-reaching than Clark’s position, my 
criterion is offered only as a yardstick for 
appraising wages in the actual labor mar- 
ket as proper, excessive, or insufficient. 
Such a yardstick can be serviceable; 
for example, a conclusion (through the 
criterion) that rates are generally and 
approximately correct leads to different 
policy proposals regarding the wage 
structure and related institutions than 
does a conclusion that rates are gen- 
erally and substantially distorted. 

The wage standard independently de- 
veloped and defended in this paper can 


be interpreted as a restatement of Pro- 


fessor Simons’ position. He was the 
first, to the best of my knowledge, to 
formulate a general and useful rule for 
the appraisal of wage rates.® Simons’ 
position and mine appear to reinforce 
each other; and both constitute only a 
special application of the elementary 
economic proposition that there is a 
price (wage) which tends to clear the 
market. My analysis is in terms of par- 
tial equilibrium and assumes either that 
there is full employment or that a par- 
ticular wage change has no significant 
impact on the wage level, the prices of 
factors other than labor, or the general 
price level. 
Il. THE FORMULATION OF A 
CRITERION 

Certain aspects of labor-market wage 

structures need to be examined for their 


relevance to the formulation of a wage 
criterion. 

1. A standard which indicates as prop- 
er rates equal to the marginal revenue 
product of labor is clearly not meaning- 
ful.? Since equality between these two 
magnitudes is generally a condition of an 
equilibrium wage, competitive or monop- 
olistic,” the criterion would, in effect, 
simply indorse the status quo. Suppose, 
for example, that a union succeeds in 
raising a wage above a previously exist- 
ing competitive level. At the higher rate, 
the employer would curtail employment, 
thereby achieving a new, higher marginal 
revenue product of labor equal to the 
higher wage. Furthermore, the 
previously existing competitive wage 
implied a condition at which the amount 
of labor supplied was equal to the 
amount demanded, it follows that at th 
higher wage the number of workers de 
siring employment would be greater than 
the number demanded. Nor need we sup 
pose that idle labor necessarily consti 
tutes an effective force toward a wage 
reduction consistent with its re-employ 
ment. Through a variety of coercive 
tactics, a union can deny an employer 
access to workers, and vice versa, though 
the employer stands ready to buy, and 
individual workers to sell, labor at less 
than the union rate. 

2. The attempt to appraise wages by 
reference to all the restrictive practices 
which may affect them is generally not 
feasible. Let us regard as the competitive 
equilibrium wage that which would exist 
in the absence of all monopolistic prac 
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tices on both the demand and the supply 
sides of labor. We want, then, to know 
the relationship of the existing to the 
competitive rate. In so far as there are 
etiective restrictions on the supply side 
of labor (e.g., stringent regulations con- 
trolling the admission of apprentices), 
we may safely conclude that the wage for 
journeymen is higher than competition 
would have set hence is excessive. In so 
lar as there are restrictive practices on 
the demand side (e.g., collusion among 
employers), we may safely conclude that 
the wage is lower than competition 
would set hence is insufficient. 
ut in many instances it would be a 
virtually impossible task to discover and 


have 


gauge all the monopolistic forces re- 


stricting both demand and supply and 
thus determine on balance whether their 
net pressure has been toward a higher or 
a lower than competitive rate. 

The problem of appraising wages as 
monopolistically high or low in terms of 
restrictive practices is difficult even when 
these practices relate to only one side of 
the labor market. The United Steel- 
workers, to consider the supply aspect, 
has generally been regarded as a power- 
ful union. Nevertheless, one cannot al- 
ways be contident that this organization 
has played an important role in raising 
the compensation of its members above 
the competitive level. Rees has con- 
cluded, for example, that collective 
bargaining in the basic steel industry 
during the inflation of 1945-48 did not 
significantly atfect wages.’ Monopsony, 
to consider the demand aspect for labor, 
that when at 
equilibrium, are below the level that 
competitive bidding have 
But the fact that a firm is 
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wages, 
would es- 
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monopsonistic may, for all practical 
purposes, be extraordinarily difficult or 
even impossible to demonstrate. 

A criterion which sought to appraise 
wage rates by discovering all the restric- 
tive forces impinging on them, and 
evaluating each for its potency, would 
in effect simply indorse competitive 
equilibrium rates. | regard such wages 
as economically correct, but their utiliza- 
tion as a standard is feasible only on the 
condition--unlikely to be generally ful- 
filled that discovery of the relationship 
between existing and competitive wages 
is not an unreasonably difficult task. 

3. Yet the problem of developing a 
serviceable wage standard is not hope- 
less. We know that wage rates can be 
responsible for labor shortages (excess 
demand) and labor surpluses (excess 
supply) and that such rates, by failing to 
clear the labor market, obstruct the at- 
tainment of an efficient allocation of 
labor among alternative uses. It is this 
proposition, it will be maintained, which 
affords the basis for a feasible criterion 
for wage appraisal. 

Shortages and surpluses may be self- 
correcting or persistent; obviously their 
significance depends largely on their na- 
ture in this respect. Shortages are gen- 
erally self-correcting. Suppose that a 
competitive buyer of labor requires ad- 
ditional manpower as a result of an in- 
crease in the demand and price of his prod- 
uct. Marginal revenue product would 
rise above the wage rate; and the firm 
would engage additional manpower at 
the original rate (available since it is not 
monopsonistic) until equality between 
the two magnitudes had been attained. 
This is not a case of labor shortage, since 
additional workers are available for the 
individual firm at the rate it is currently 
paying. If, however, many competitive 
firms require additional labor—enough to 
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bid wages up-—no single firm could es- 
cape from the rise in wages. Until wages 
do rise, there is, indeed, a shortage of 
labor. But the shortage would auto- 
matically correct itself as wages auto- 
matically rose. At a certain higher wage 
the amount demanded would equate the 
amount supplied. 

Given a shortage, competitive buyers 
of labor, seeking to maximize profits, are 
induced to raise wages. Except for the 
influence of union contracts freezing 
rates for their duration, excess demand 
tends to vanish. Similar analysis applies 
in the case of monopsony. If the wage is 
below equilibrium, the monopsonist is 
overrestricting his demand—an over- 
restriction which performs the function 
of excess demand or shortage under com- 
petition.'® In this case the monopsonist, 
seeking to maximize profits, is induced to 
raise wages to their equilibrium level, 
thereby canceling the overrestriction of 
demand." 

There remains to be considered the 
labor-market situation in which there 
are labor surpluses which fail to correct 
themselves through automatic wage ad- 
justments. Wages may continue at a 
rigid level, responsible for surpluses, as a 
result of trade-union pressure, employ- 
ers’ fear of retaliation even from non- 
unionized workers, and still other rea- 
sons. What purpose, if any, would be 
served by lower wage rates, at which 
these surpluses would not exist?" 

© For a discussion of the concept of overrestric- 
tion of demand see Oscar Lange, Price Flexibility 
and Employment (Bloomington, Ind.: 
Press, 1944), pp. 35-44. 

‘There may, however, be considerations re- 
straining the monopsonist from granting a wage in- 
crease. He may fear, for example, that an increase 
granted now cannot be rescinded later (because of, 
say, the resistance of a strong union) when the de- 
mand for his product may fall. This would be a situ- 


ation of overrestriction of demand failing to impel 


its own correction (see n. 16 below) 


Principia - 


A wage rate at which there is a con- 
tinuing surplus of labor is a rate at 
which some qualified workers are un 
able to obtain employment in their trade. 
These workers will remain unemployed 
unless they transfer to different and, 
presumably, lower-paying jobs. Of course, 
if rigid wage rates also prevail at the 
lower level, the unemployed will be shut 
out there too. The etfect of these rates, 
whether due to unionism, custom, or 
inertia, can be thought of as the existence 
of idle labor which otherwise would have 
been employed, or as a distortion in the 
distribution of labor, from uses where it 
would be more, to uses where it would be 
less, advantageous. This is the tradition 
al position regarding the consequences of 
noncompetitive wage rates. 

The case against surplus-creating wage 
rates, however, need not rest on the al- 
location-of-resources thesis. The waste 
which orthodox economics indicates will 
be a consequence of these rates is merely 
economic and therefore not necessarily 
tragic. But there are other values. The 
wage that denies employment where 
qualified workers would otherwise ob- 
tain it is a regulation that denies free- 
dom. This is what Simons meant when 
he said: “Freedom of migration implies 
freedom of qualified workers, not merely 
to seek jobs but to get them; free entry 
implies full employment for all qualified 
persons who wish to enter.’"** And it is 
hardly a comfort that rigid wage rates 
which deny freedom may have been im- 

"Qur question deals with the effects of lower 
wage rates, not of lowering wage rates. As will be 
indicated in Section III, the fact that a wage rate 
may be correctible only by administrative authority 


does not establish the case for invoking such 
authority. 

"Henry Simons, Economic Policy for a Free 
Society (Chicago: University of Chicago Press, 
1948), p. 141 
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posed in ignorance of their evil conse- 


quences. 


On the basis of the developments in 
this section we can now formulate the 
following wage criterion: A particular 
wage in a particular labor market is 
proper if at that wage the labor market 
tends to be cleared; is excessive if at that 
rate a surplus of labor continues to pre- 
vail; is insufficient if at that rate a 
shortage continues to prevail." The 


criterion implies that the wage rate is 


responsible for the continuation of the 
surplus (shortage) and that a reduction 
the rate whether auto- 
matic or imposed is the condition for 


(increase) in 


the elimination of the surplus (shortage). 
Appraisal of wage rates by use of the 


criterion requires a determination that 
at these rates the labor market is cleared 
or is characterized by surpluses or short- 
ages. In so far as shortages are generally 
self-correcting, the significant task be- 
Wage rate is a form of price 
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comes that of determining whether or 
not a surplus exists. The general test— 
indeed, the meaning— of a surplus is the 
availability of qualified workers seeking 
but failing to obtain employment at the 
prevailing rate. 


[11. CRITERION: NORM OR INSTRUMENT 
FOR WAGE ADJUSTMENTS 

As a norm or yardstick, a criterion can 
be useful. By indicating distortions it 
directs attention toward the arrange- 
ments and structures (e.g., unions, cus- 
toms, job-evaluation plans, minimum- 
wage legislation, enterprise monopoly, 
industry-wide bargaining) which may 
contribute toward these distortions and 
affects our appraisal of these arrange- 
ments and structures. 

A criterion’s usefulness as a norm, 
however, depends of course on its basic 
soundness: Does it, in fact, effectively 
point toward economically correct wages? 
In the previous section we have already 
developed the argument regarding the 
validity of the recommended standard; 
in the first half of this section we, in ef- 
fect, extend this argument by evaluating 
various objections that might be raised 
against it even in its limited role as a 
norm. 

But the criterion may conceivably be 
regarded, as Clark regards his, as an 
instrument for action, a bulwark against 
gross departures from correctness, a 
standard impinging on market behavior. 
The criterion as an instrument for action 
is dealt with in the second half of this 
section. 

1. CRITERION AS NORM 

It is difficult to foresee all the objec- 
tions that might be raised against the 
criterion as a norm; impossible in the 
limited space available to answer all 
those that can be foreseen. The objec- 
tions that appear to me as particular- 
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ly important are presented below (in 
italics), followed by my answers. 

A. In so far as the criterion is meant to 
serve as a norm, it is not functional; and, 
in so far as it is functional, it is only a re- 
statement of a trite theoretical observation 
that there is a price which clears the mar- 
ket. The criterion is functional in that 
it serves to identify as proper rates which 
tend to clear the market, that is, which 
contribute toward an effective allocation 
of labor, and serves to identify as either 
excessive or insufficient such rates as fail 
to attain this end. But though functional 
in this sense, the criterion is only a spe- 
cialsapplication of a trite and general 
economic proposition that there is a 
price which clears the market. I am not 
certain, however, that the consequences 
from the application of this general 
proposition are entirely obvious. It 
should be noted specifically that if wage 
adjustments were made in accordance 
with the criterion they would not neces- 
sarily achieve a completely competitive 
labor market. Such adjustments would 
not, for example, eliminate all monop- 
olistically high or monopsonistically 
low wage rates."* Various types of non- 
competitive wages, though resulting 
from restrictive practices on the demand 

© A monopsonistic rate below equilibrium is like 
a competitive rate below equilibrium, in that profit 
maximization requires a rise in the wage to equi 
librium. As indicated in n. 11 above, a monopsonistic 
below-equilibrium rate implies overrestriction of de- 
mand, the function of which is identical with that 
of excess demand or shortage under competition 
The term “shortage” as used in the criterion em 
braces both competitive and monopsonistic below- 
equilibrium rates. But it is the fact of shortage, not 
monopsony, which the criterion utilizes in establish- 
ing the case that a wage is insufficient. 

Quite different is the situation where the monop 
sonist’s rate is in equilibrium, or above equilibrium 
but below the level indicate! by the intersection of 
the marginal revenue product and the labor-supply 
curves. Here the monopsonist is paying a wage less 
than marginal revenue product but nof operating 
under the condition of overrestriction of demand or 
shortage. In this case the criterion does not indicate 
that the wage is insufficient. 


or supply side of the labor market, need 
not evidence themselves by the surplus- 
shortage approach. The criterion herein 
proposed has no relevance to these situa- 
lo illustrate, we revert to two 
situations previously mentioned. A wage 
may be in equilibrium despite restrictive 
practices on the demand side, such as 
monopsony; and this wage would not be 
associated with a labor shortage in the 
usual sense of the term—that is, that the 
buyers stand ready to absorb the entire 
quantity of labor offered at a higher than 
existing wage. A wage may be in equilib- 
rium despite restrictive practices on the 
supply side, such as stringent apprentice- 
ship regulations; and this wage would 
not be associated with a labor surplus in 
the usual sense of the term—-that is, that 
qualified workers (journeymen) 
but are excluded from employment at 
the prevailing rate.’ Thus the range of 
maladjustments over which the criterion 
can be serviceable as a standard is 
identical with and limited to the range 
over which surpluses and shortages can 
be ascertained to exist. But, even in this 
limited capacity, the criterion might 
indicate a wage structure radically dif- 
ferent from that now prevailing. To il- 
lustrate, let there be several labor 
markets, each operating under different 
conditions of demand and supply from 
the others. A uniform rate, established 
by industry-wide wage-fixing, would 
then fail to clear all markets (except 
possibly one) through which it extended. 
The uniform rate would be improper 
(excessive or insufficient) in all markets 
where it failed to achieve clearance. 


tions. 


seek 


" I am indebted to Professor H. Gregg Lewis for 
a significant comment on the above situation. There 
is a labor surplus, he points out, at the level of ap- 
prentices. This surplus, further, implies that a wage 
reduction from the monopolistically high rate for 
qualified journeymen would presumably produce 
only a temporary shortage of these workers—tempo- 
rary because the union would no longer have an in 
centive for restricting entrance into the trade. 
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B.A criterion which indicates only 
shortages as a basis for upward wage ad- 
justments fails to support increases in 
enterprises which may be able to bear 
them without adverse employment effects 
e.g., monopsonies and oligopolies). Sup- 
pose that we could identify a particular 
firm as monopolistic or oligopolistic; 
that we knew the approximate amount 
hy which rates could be raised in this 
firm without an adverse employment ef- 
fect; and that we believed this increase 
were desirable on certain grounds. I 
should see no objection then to supple- 
menting the criterion in this or similar 


cases by subsidiary wage standards. Our 


criterion is general but not exclusive. 
Yet in most cases, for reasons already 
given, a judgment that a wage is too low 
(in the that various restrictive 
practices operate to depress it below a 
competitive level) is extraordinarily dif- 
ficult to make. A simpler and yet service- 
able determination is that a wage is too 
low in so far as it is responsible for a 
labor shortage. Similarly, it is possible 
hut very difficult, through the use of 
subsidiary criteria, to appraise wages as 
too high (in the sense that restrictive 
practices operate to raise wages above a 
competitive level). A simpler and yet 
serviceable determination is that a wage 
is too high in so far as it is responsible for 
a labor surplus. Attempts to appraise 
wages by subsidiary criteria which pro- 
pose to evaluate all restrictive practices 
are likely to resolve themselves into a 
search for competitive equilibrium wages. 
Such rates, we have already pointed out, 
can serve as an economically correct 
wage criterion, but only if they are 
known or their relationship to existing 
Otherwise their use as 


Sense 


rates is known 
a wage standard is not feasible. 

C. The criterion has as one of its sup- 
ports the proposition that a wage lower 
than that prevailing, given a surplus, 
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would lead to an expansion of employ- 
ment opportunities; bul, even if such a 
wage were realized, the anticipated con- 
sequence might be long delayed. Our po- 
sition, however, must not be interpreted 
as a contention that a lower-than-pre- 
vailing rate will necessarily lead to a 
rapid expansion of employment oppor- 
tunities. Equipment may be so special- 
ized that additional workers cannot be 
used effectively, no matter how much 
the wage rate may fall. Consequently, 
substitution of labor for other factors or 
the expansion of labor associated with 
an increase in output of the product may 
be delayed. Here we must distinguish be- 
tween short- and long-run consequences. 

1). The criterion indicates maladjust- 
ments but fails to specify the exact amount 
necessary for their correction. The cri- 
terion is meant, however, to serve only 
as an arrow pointing in the right direc- 
tion, not as a precise measuring stick. 
It indicates distortions from a norm but 
does net presume to specify the exact 
amount necessary to offset these distor- 
tions. But considering the perversity of 
wage adjustments sometimes actually 
made in the real world, we may well re- 
gard crude direction-markers as a tre- 
mendously valuable guide. If a reduction 
of twenty cents would clear the market, 
a reduction of fifteen cents would never- 
theless be desirable. 

I. The criterion implies that wage ad- 
justments would operate to reallocate labor. 
It can, however, be argued that labor is not 
mobile in response to wage opportunities. 
Since there is no necessity for an employer 
lo pay as much as another in the same 
labor market, wages can hardly be re- 
garded as performing an allocation func- 
tion. The condition of equality of wages 
for workers of given skill in the same 
labor market follows in part from the 
assumption that workers will move from 
lower- to higher-paying jobs. In the 
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former wages will rise, in the latter they 
will fall—-until equality is attained. 
Sometimes this analysis is challenged by 
the observation that workers do not, in 
fact, respond to the best possibilities in 
the market. This misses the point. In the 
lirst place, not all workers need to trans- 
fer from lower- to higher-paying jobs; 
only enough, marginally speaking, to 
exercise an efiect of such magnitude, 
through supply, that wages tend toward 
equality. Second, traditional theory re- 
gards mobility as the mechanism by 
which wages of workers of identical skill 
come to equality; if mobility prevails, so 
will wage equality. But it would be 
charging orthodox economists with gross 
imperceptiveness to attribute to them 
the conviction that mobility always 
characterizes the labor market, that is, 
that workers always move to the jobs 
with the highest returns, even when 
those jobs are not available because of 
wage rigidity. 

Several empirical studies show that 
there is considerable disparity in rates 
among workers of apparently the same 
efficiency in the same labor market. It is 
puzzling that this finding should be re- 
garded by some economists as a reason 
for questioning the validity of traditional 
theory. Disparity in wage rates is pre- 
cisely the state of affairs that theory 
leads us to expect in the real world— in 
the absence of a standard rate, monop- 
olistically imposed. Given wage flexi- 
bility, there would be only a tendency 
(real, though never necessarily realized) 
toward equality. Given wage inflexi- 
bility, there need be not even a tendency 
in this direction. Given actual equality 
of wage rates, the logical inference is the 
existence of monoply, not competition. 

It is sometimes observed, to consider 
a different aspect of this problem, that 
wage adjustments affect labor realloca- 
tions less than do nonpecuniary con- 


siderations. It is enough for our purpose, 
however, to indicate that wage changes 
will lead to a reallocation of manpower 
whether or not nonpecuniary changes 
may be more potent than pecuniary 
changes toward this end. It must, fur- 
thermore, be emphasized that even in a 
competitive labor market there would be 
continuing wage differentials among 
workers of identical skills. When econ- 
omists refer to an equality of wages in a 
broad sense, it is understood that they 
mean an equality in the totality of em- 
ployee returns, pecuniary and other- 
wise. Nothing in the criterion argues for 
an equality of wages among firms, given 
a compensating inequality of nonpecuni- 
ary returns; and, in so far as inequality 
of wages is compensated by inequality of 
nonpecuniary returns, nothing in this 
situation suggests cither that the wages 
of any of these firms are improper or 
that the allocation of labor among them 
is less than optimum. 

I. The criterion relates to the pricing 
of human services but leaves untouched 
the pricing of products. There is no rea 
son, however, why the acceptance of a 
norm need be deferred pending an at 
tack on business monopoly, or vice versa. 
Given business monopoly, there is. still 
no justification for surplus-creating or 
shortage-creating wage rates. The argu- 
ments against them apply whatever the 
degree of restriction in the product 
market. Unless adjusted, these wage 
rates are responsible for distortions add 
ing to, rather than offsetting, those 
caused by business monopolies. 


2. THE CRITERION AS AN INSTRUMENT 
FOR WAGE ADJUSTMENTS 


Clark believes that a criterion of 
sound wages could be “formulated in 
terms that might actually serve as guides 


to negotiators, mediators and arbitra- 
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tors But can there be a socially 
sound wage standard acceptable to both 
unions and management, though it 
points to adjustments which they regard 
as unfavorable to their respective in 
terests? ‘Trade-union officials and busi 
nessmen are not likely to impose on 
themselves the wage settlements which 
economists, for reasons more subtle than 
obvious, regard as proper. Clark is, in 
deed, fully aware of the self-seeking 
character of individuals and groups. He 
feels, however, that his standard has a 
chance for eventual acceptance in the 
market place. 
lLout of the tion that the u 
deration might be thrown in 


que 


I tandard we have just 
ng; though this might 
istrial relations to make 
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of a worker to his job, to 
fellow workers 
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tion paid to other 
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the cevelopment by untons of ac 


r example, banking or cooperative 


i which the union becomes itsel! 


incdustry.'? 


And there are still other developments, 
he indicates, which might in time lead to 
fundamental modifications in union and 
employer attitudes. I cannot here com- 
ment on each of these eventualities. But 
Clark's (or any) socially useful criterion 
will be adopted by the participants in 
the market place only when and if,exist- 
ing institutional arrangements appear, 
from their point of view, to have been 
as Clark thinks 
Furthermore, the 


altered 


appropriately 


they may in time be.’ 
institutional changes over time need not 


‘Op. cu 


Jhod 
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conform to Clark’s pattern, so that his 
wage standard preconceived to conform 
to that pattern might possibly turn out 
to be archaic. 

The residual possibility for insuring 
wage adjustments in accordance with a 
sound criterion is the utilization of 
government authority. Consider now a 
national wage board charged with the re 
sponsibility of determining and enforcing 
correct wage rates throughout the econ- 
omy, in peace as well as in war. This 
board would not only resolve wage rates 
in dispute cases but would also review 
even those rates acceptable to both 
unions and employers, adjusting them 
toward the economically correct level. 
\ssume that the national wage board 
operated at optimum efficiency and that 
each decision reflected exclusively the 
merits of each case, never subservience 
to pressure groups. This type of wide- 
spread government wage-fixing would 
certainly invite an extension of controls 
over product prices, if for no other reason 
than that unions would not likely submit 
to wage-fixing without the guid pro quo 
of price-fixing. And [ think that econ- 
omists generally will accept the thesis 
though I say nothing here in its support) 
that government determination of rela 
tive wages and prices throughout the 
economy may be presumed to lead to 

+ Clark seems to believe that competition in the 
labor market might follow from breaking up unions 
thid., ». 182), though he does not recommend such 
action. But the destruction of labor organization 
would not necessarily lead to a significant degree « 
wage flexibility, i.e., to a type of labor market withi: 
which a criterion like ours would automatically be 
brought into effect. A nonunionized labor market 
might be characterized by inflexible wages due to 
custom, inertia, etc. It may, however, be true that 
nonunionized rates are more flexible, downward at 


least, than unionized. In so far as this is the case, a 


labor surplus associated with a collectively ba: 
gained wage will persist longer, in a period of de 
clining prices, than a surplus involving nonunionized 


sorkers 
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various other direct controls. Thus we 
start with an interest in attaining eco- 
nomically correct wages and in our zeal for 
this desirable objective may end with a 
highly regimented economy. It is prefer- 
alle, it seems to me, that wages be set 
crudely as they now are (e.g., sometimes 
at uneconomic levels) than that econom- 
ically correct rates be achieved at the 
possible cost of regimentation. 


IV. OTHER CRITERIA AND VIEWPOINTS 


Other criteria and related viewpoints 
considered by economists appear to me 
to fall within three categories: (1) a 
position narrow in scope but analytically 
defensible; (2) a position wide in scope 
but analytically indefensible in certain 
important respects; and (3) a position 
denying the traditionally affirmed wage- 
employment relationship upon which our 
criterion rests. 

1. Slichter has formulated a definitive, 
but restricted, wage position. Thus: 

If workers supply more skill and effort, thes 
should be paid more. Such an advance in wages 
does not represent a rise in the price of labor; it 
simply represents larger payments in return for 
greater effort and greater skill. Quite different, 
however, is the case of increases in productivity 
which are the result of better management or of 
technological progress. 

There are two basic objections to increasing 
wages in a given company or industry in pro 
portion to the rise in the output of that com 
pany or industry brought about by better man 
agement or technological progress. 

One reason is that such increases would in 
troduce unjustified inequalities into the wage 
structure of the community. The rate of tech- 
nological progress varies greatly among indus 
tries If wages were increased in these various 
industries in proportion to the rise in produc- 
tivity, the wage structure would soon have little 
relationship to the skill and responsibility re- 
quired of the workers or to the relative attrac- 
tiveness or unattractiveness of working condi- 
tions. Common laborers in technologica 
vancing industries would be receiving far more 
than skilled workers in other industries.” 


This is a detinitive wage position, but 
it lacks generality. The reference, for 
example, to ‘‘an advance in wages’ for 
“more skill and effort’’ can be sub- 
sumed under our criterion.” Consider 
that workers in a company or industry 
(not labor generally) can now provide 
more efficiency units than originally, not 
only in their present employment but to 
whatever employing agency they may 
transfer. At the original rate for an hour 
of work, a given expenditure of money 
would now be purchasing a larger and 
therefore more valuable output.’ If the 
original rate cleared the market, its re 
tention following an increase in skill and 
effort must be responsible for a labor 
shortage. An appropriate wage advance 
would, however, clear the market. 

The situation is different, as Slichter 
points out, in “the case of increases in 
productivity which are the result of bet 
ter management or of technological 


progress.”’ Here the firm or industry (if 
not monopsonistic) can obtain additional 


manpower, identical in efficiency with 
that already employed, at the rate it is 
currently paying. Since labor is available 
at the current rate, there is no labor 
shortage, and no case for the position 
that the wage is insuflicient by either 
Slichter’s formulation or my own. We 
have come to the same 
though by different routes. 

I am sure that if Slichter had ad- 


conclusions, 


Sumner H. Slichter, Basic Criteria Used 
Wage Negotiations (Chicago: Chicago Association o! 
Commerce and Industry, 1947), pp. 22-23 

“An advance in wages” in this case does not 
properly represent a wage increase. The latter re 
fers to an increased payment for a given level of skill 
and efficiency. 

*% Output would be larger but not necessaril\ 
more valuable if all workers in the given firm or in 
dustry retained employment after the increase in 
efficiency. If they did, the total output of the firm or 
industry would expand; the value of output would 


then relate to the elasticity of demand 
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dressed himself to the task of formulat- 
ing a widely applicable criterion, he 
would have developed a position under 
which the situation quoted above, or any 
specific wage situation, could have been 
subsumed. We need to know, for ex- 
ample, what wage adjustments may be 
appropriate even though effort, skill, 
management, and technology remain un- 
altered. The greater, that is, the scope of 
a criterion (given its validity), the great- 
er its usefulness. 

2. Clark’s “theory of economically 
sound wage adjustments” is wide in 
scope and in its most general aspect 
comes essentially to a recommendation 
that the “increased average real wages 
for the whole economy |should] depend 
on increased average productivity. As a 
first approximation and a point of de- 
parture, it may be assumed that they 
should increase at the same rate that 
productivity increases, maintaining their 
customary proportion to the whole 
product.”* The emphasis here is on 
“average increase in man-hour produc- 
tivity for the whole economy,’ not on 
productivity increases in particular in- 
dustries. If productivity increases are 
general throughout the economy, real- 
wage increases should also be general. 
Vhis broad position is then supplemented 
by several specific recommendations re- 
lating to wages in particular industries.” 
Particular wages, according to Clark's 
criterion, need not necessarily rise pro- 
portionately to the average increase in 
productivity throughout the economy. 


pt 

Thid., p. 1 

* Though my 
terion centers on a consideration of particular rates 


own method of tormulating a cn 


ind not the wage level, | must nevertheless consider 
Clark's aggregative approach (average 
. Since his modijications for particular 


increase in 
productivity 
industries are meant to be appraised within his gen- 


eral position 
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For example: “If one industry has led. in 
improvements or is otherwise in a posi- 
tion to pay more than the average in- 
crease in productivity, it may equitably 
share a part of the excess gain with its 
workers; but not generally more than 
average productivity could catch up with 
in a few years.’’” And the converse of 
this proposition: “If the industry is a 
declining one, and the market will not 
stand a rise in prices without serious re- 
duction in output and employment, the 
resulting hardship may be shared be- 
tween subnormal profits and subnormal 
wages, where it is to the workers’ interest 
to bear a share of the hardship, as the 
alternative to an unduly sharp shrinkage 
in 

As to Clark’s general position, it 
should be noted that any wage criterion 

if it is to encounter even a moderate 
degree of acceptance from economists 
must state or imply a positive correla- 
tion between productivity and wages. It 
is not clear to me, however, just how 
Clark would determine the percentage 
increase in money wages that would in 
fact achieve the desired percentage in- 
crease in real wages justified by the up- 
ward movement in productivity. We do 
not know, in other words, that a 10 per 
cent increase in money wages would 
mean a 10 per cent increase in real wages, 
since a change in the former could be 
followed by a quite disproportionate 
change in the price level. It could, of 
course, be contended that an approxima- 
tion is good enough. But, if so, Clark's 
criterion becomes superfluous, since no 
one would dispute that what he proposes 
happens anyway, that is, that in the rea] 
world general productivity increases do 
in fact lead to real increases in the wage 
level and that the latter is an approx- 

7 Clark, op. cit., p. 175 

* [bid., p. 176 
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imation of the former. The productivity 
criterion might, it is true, be used ex 
post to indicate that real wages have not 
risen enough or have risen too much, but 
it is not useful ex ante, since it fails to 
predict the effect on real wages of a fur- 
ther change in money wages. In any 
case, “‘productivity’’ is an ambiguous 
term, though I can appreciate Clark's 
reluctance to become involved, for the 
purpose in hand, in the more refined no- 
tion of marginal productivity. My own 
preference therefore is to abandon the 
notion of productivity altogether as a 
formal element toward the construction 
of a wage criterion. 

(iork’s criterion, in so far as it affects 
particular wage rates, seems to reflect 
his obviously correct position that pro- 
ductivity increases in a particular in- 
dustry must not be the essential consid- 
eration in wage-setting in that industry. 
This is recognizable as a proposition 
falling within the framework of tradi- 
tional analysis. It is another way of say- 
ing that workers in a particular classifi- 
cation would in the absence of restrictive 
practices tend to receive compensation 
equal to their productivity in their high- 
est alternative use. Nevertheless, as a 
matter of practical necessity, Clark in- 
dorses wage rates in particular industries 
deviating somewhat from productivity 
changes throughout the economy. Thus, 
as already indicated, an industry which 
has led in improvements might be ex- 
pected to pay more than the average 
wage increase; and conversely for a de- 
clining industry. Unfortunately his search 
for a criterion that ‘“‘may come to have 
an increasing effect on actual wage ad- 
justments”’ (i.e., his desire. to be prac- 
tical) leads Clark into an indorsement of 
what is clearly uneconomic. Thus his 
criterion is weak analytically at the level 
of reference to particular wage rates 


Comment on its feasibility (or rather any 
criterion’s feasibility) in the market 
place as a basis for actual wage adjust- 
ments was made in the previous section. 

One other fundamental observation 
regarding Clark's criterion needs to be 
made. Analytically, the wage adjust- 
ments that may be most important from 
the standpoint of a sound criterion would 
appear, for reasons given earlier in this 
paper, to be those which operate toward 
the elimination of surpluses or short- 
ages; and, even if the criterion recom- 
mended in this paper places too much 
emphasis on this approach, it could 
hardly be denied that surpluses and 
shortages are evidence of wage malad 
justments and that a “theory of econom- 
ically sound wage adjustments’ can- 
not altogether ignore these maladjust 
ments. But Clark’s proposals regarding 
particular wage adjustments have no 
direct relationship to the phenomena of 
shortages or surpluses. If in terms of 
these phenomena some wage sare ini- 
tially too high and others too low, they 
are likely to remain distorted though 
wages throughout the economy are in- 
creased following a general productivity 
increase and though wages in particular 
industries are modified in accordance 
with considerations indicated in the last 
paragraph. Clark's criterion is therefore 
consistent analytically and practically 
with the perpetuation of already existing 
wage distortions. 

3. Some economists deny the validity 
of the traditional wage-employment 
analysis’? upon which our criterion rests. 

** Denial of the traditional wage-employment 
relatienship is a proposition which may be mistaken, 
ly identified with another, namely, that unions do 
not or cannot consider the eflect of wage increases on 
employment. For a discussion of the latter position 
see Shultz and Myers, “Union Wage Decisions and 


Employment,” American Economic Review, XL 
(1950), 362 ff., and K. R. Petshek, “Employment as 
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Thus Reynolds makes the following ob- 
servations: 


What will happen when wages are raised, no 
other change in the firm's situation having oc- 
curred meanwhile? The first effect is to reduce 
the profit margin of the company. If the pre- 

ious profit margin was so large that the new 

ige level is still below the wage maximum of 
be the only effect. So long as 

stimated remains unchanged, 
there is no reason to expect any appreciable 
effect on production or employment.’’s* 


he firm, this may 


sales volume 


I question whether this argument is an 
effective refutation of the conventional 
analysis." For that “this may be the 
only effect’ (reduction in profit. margin) 
appears to have meaning only in the 
sense that virtually anything may be 
true in the real world for particular firms 
at particular times, especially in the real 
world where at least occasionally busi- 
nessmen behave irrationally. Again, 
“there is no reason to expect any ap- 
preciable effect on production or em- 
ployment.”’ No one, of course, expects 
any “appreciable’’ effect from an inap- 


preciable wage increase. If, however, the 
wage increase were appreciable, just how 


an Element in the Wage Bargain,” Quarterly Journal 
f Economics, LXIV {1950 633 ff. 


Op. cit., p. 398 


In the discussion above I examine the case 
against the traditional wage-emplovment analysis 
ind conclude that it is weak. I do not, however, pre 

ime by this exposition to have established the 
affirmative of the proposition. Defense of this propo 
ng into a debate which is by 

I hope that I shall not be 
that debate if I remark 
seems to become sidetracked. The 
is not whether emplovers engage 
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now extremes 
harged with entering into 
that it 
sue, to my mind 


iva 
irginal cost approximately equals 
revenue product but whether enter 

seek to relate the quantity of inputs 
The conclusion that 
hey do derives from the assumption of profit max- 
imization. Given this assumption, the principle of 
marginal productivit The proper 
subject tor consideration, therefore, is the validity 
of the profit maximization assumption 
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would the circumstance that “estimated 
sales volume remains unchanged”’ fail to 
induce ‘‘any appreciable effect on pro- 
duction or employment’’? Will firms (not 
just an occasional firm, since the author 
apparently attributes general validity 
to his position) retain a stolid indiffer- 
ence to cost changes simply because 
profit margins are favorable? And, a 
point not made clear, will they retain 
this indifference in the long as well as in 
the short run? 

But even if “the new wage level is 
above the wage maximum of the firm’’” 
reduction in employment need not result. 
This is an application of that curious 
conviction that there exists a funda- 
mental relationship between prices and 
quantity bought in all kinds of markets, 
except that for labor. The reason in this 
instance, according to Reynolds, is that 
“a sudden reduction in the profit margin, 
however, may galvanize management 
into action. There may be a fresh scru- 
tiny of costs and an effort to prune them 
to the lowest possible level. Success in 
this direction raises the firm's wage 
maximum and may even restore profit 
margins to their previous level.” Here, 
too, we must admit that this result is 
possible, as is virtually anything. But 1 
know of no substantial evidence that, in 
the general case, an increase in wages 
does not lead to an increase in labor costs 
and in total costs. Without such evi- 
dence, it would seem prudent to believe 
that businessmen generally do not wait 
until adversity galvanizes them into ac- 
tion; that if they can prune costs after a 
wage increase, they could and would 
have done so before; that they do not 
maximize profits on/y when failure to do 
so would mean ruin. 

Finally, ‘even after the ingenuity of 

* Reynolds, of. cit., p. 308 
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management has been exhausted the 
wage ceiling can still be raised through 
added effort by the workers them- 
selves.’’* But when an economist speaks 
of wages in relation to employment, he 
generally refers to wages paid for a given 
level of effort. For greater output per 
hour, the payment of additional money 
does not constitute an increase in the 
generally accepted sense and does not 
represent a situation relevant to the 
proposition that there exists a functional 
relationship between wages and em- 
ployment. 

Reynolds concludes as follows: “It is 
usually possible, then, for a union to 
raise the money wage level of a plant, 
and it is often possible to raise wages 
with little or no reduction in employ- 
ment.’’s The second half of this sentence 
is cither false or deceptive. It is true with- 
out being deceptive only if rephrased 
somewhat as follows: the fact that an 
employer pays more money than before 
for an hour's work need not lead to a 
reduction in employment if, at the higher 
compensation, he obtains a higher mar- 
ginal revenue product; if, however, the 
employer pays more money for the same 
output, celeris paribus--whether or not 
he was originally operating at a large or 
a small profit margin—he will curtail 
employment, unless the original wage 
was below the equilibrium wage and 
unless the assumption of profit maxi- 
mization is invalid.* It is, furthermore, 


4 [bid., p. 400 

8 [bid., p. 401 

%* There are, of course, various hypotheses other 
than profit maximization by which to explain entre- 
preneurial behavior. Economists who see in these 
alternative hypotheses a priori validity do not, I 
believe, ciaim for them, as is -laimed for tne profit 
maximization assumption, general validity. 

There is, however, a difference between general 
and universal! coverage of a hypothesis. I must, in 
this connection, disagree with Professor Reder, who 
chides economists for failure to “delimit its [the 


the latter situation—a change in a wage 
rate for a given amount of work—which 
economists have in mind when discussing 
wages in relation to employment. And to 
continue: “There is some tendency, how- 
ever, for unions to be too optimistic 
about wage-raising possibilities and to 
push an occasional employer over the 
cliff by inadvertence.’ The general, 
over-all impression left in the reader's 
mind is clear: There is no good reason 
why unions should not press for higher 
wages; this goal is generally attainable 
without fear of unemployment. Success 
is, however, a little more problematical 
when higher wages unduly squeeze profit 
margins. But, even so, there is no occas- 
ion for alarm, since the rise in wages may 
well be offset by greater efficiency. And, 
finally, unions should not go too far be- 
cause, if they do, they will “push an oc- 
casional employer over the cliff by in- 
advertence.’’ Here, if my interpretation 
is correct, is the virtually complete in- 
dorsement of monopolistic wage-fixing ; 
the reservation relates only to the effect 
of undue optimism, and then only in so 
far as this optimism affects an occasional 
employer. This, I believe, is a fairly 
typical presentation of the case deny- 
ing the traditional wage-employment 
analysis. 


marginal productivity theory’s] range of applica 
bility, and the reader is left with the impression that 


the authors believe the theory to be valid for all 
firms and at all times’’ (M. W. Reder, “‘A Considera 
tion of the Marginal Productivity Theory,”’ Journal 
of Political Economy, LV (1947), 451). I do not 
know of any conclusion concerning entrepreneurial! 
activity which ary theoretician regards as defensible 
“for all tirms and at all times.”’ And, furthermore, 
does an economist alx ays have to remind his readers 
that he regards his generalizations as no better and 
no more widely applicable than the quality and 
scope of their underlying assumptions? 

Reynolds, op. cit., p. 401. 

s* Elsewhere in his book Reynolds indicates his 
acceptance of a special case of the wage-employ- 
ment connection, if wage increases apply to all firms 
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The position of economists regarding 
the effects of wage adjustments, though 
not always formalized, can sometimes be 
implied from the specific labor-market 
practices which they indorse, such as 
job evaluation, minimum-wage legisla- 
tion, industry-wide wage-fixing, etc. In- 
dorsement of the rates established 
through these institutional arrangements 
amounts to a repudiation of the criterion 
of this paper except in so far as these 
rates serve to supplant others, at least 
equally noncompetitive. Let newly es- 
tablished rates resulting from job evalu- 
ation, ete., be higher than the previously 
existing rates. The new rates will then 
be responsible for the creation of sur- 
pluses, in so far as at the old the market 
had approximately been cleared; the new 
rates will amplify surpluses, in so far as 
at the old surpluses had already existed. 
Let newly established rates resulting 
from these practices be lower than the 
previously existing rates. The new rates 
will then be responsible for the creation 
of shortages, in so far as at the old the 
market had approximately been cleared ; 
the new rates will amplify shortages, in 
so far as at the old shortages had already 
existed. 


V. CONCLUSIONS 


Economists occasionally reason as if 
the labor market were a restricted prov- 
ince, subject to special laws but im- 
mune to the general body of economic 
analysis. If, for example, enterprise 
monopoly leads to a diminution in the 


throughout the indusiry “No one tirm in a competi 
tive industry could raise its price level just because 
its costs had risen. When the costs of all producers in 
the industry are raised, however, as the result of a 
general wage increase, an increase in prices is Very 
likely to follow” (ioid., p. gos). But though no one 
irm in a competitive industry could raise its price 
level, Reynolds must still show that it would not 


curtail employment 


HENIG 


amount purchased, monopoly wage rates 

the price of the human factor—need 
have no such consequences, due to the 
convenient availability of offsetting ar- 
rangements. Indeed, there sometimes 
appears in the literature an acceptance 
of a functional relationship between 
prices and quantity purchased in all 
types of markets except labor, where pre- 
sumably a benevolent hand annuls this 
connection..? This is a point of view 
which leads some economists to regard 
wage rates as facts almost disassociated 
from the current of economic activity. 
These rates could rise or fall, but “who 
is to say what constitutes equity, or what 
is a ‘normal competitive relationship’ 
among different wage rates?’’#° Of course, 
no one “‘is to say”’ if economists abdicate 
from their professional responsibility. 
What is the position represented by the 
quotation except an indorsement of 
“anything goes’’? 

We have therefore preferred Clark's 
position that a standard of economically 
correct wages can be constructed, though 
not indorsing his productivity criterion. 
Particular market rates, it seems to us, 
can best be appraised as proper or dis- 
torted in terms of their determinable 
significance for the allocation of labor. 
Rates are proper in this sense when they 
operate toward clearing the labor mar- 
ket; excessive, when responsible for labor 
surpluses; insufficient, when responsible 
for labor shortages. This criterion is wide 

i” The only citation possible in support of my 
general characterization of the literature of the labor 
market is the literature itself. As Professor Boulding 
says: “One can hardly pick up a new book on labor 
nowadays without finding the author jumping glee 
fully on what he thinks is the corpse of Demand 
and-Supply, or proclaiming with trumpets, ‘The 
Labor Market Is Dead, Long Live Human Rela- 
tions’ (Kenneth E. Boulding, “Collective Bargain 
ing and Fiscal Policy,’’ American Economic Review, 
XL [1gsol, 306 


# Reynolds, op. cit., p. 408 


i! 
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in scope; consistent with the traditional 
position affirming a functional relation- 
ship between wages and employment; 
and more plausible, it appears to me, 
than certain alternative views that | 
have examined. But rates which clear 
the market are not necessarily syn- 
onymous with competitive equilibrium 
wages. We cannot say with confidence 
what such wages would be if they did 
exist; and generally they could exist only 
after the attainment of competition, 
which is to say, after the destruction of 
all the restrictive practices, monopolistic 
and monopsonistic, affecting the pur- 
chase and sale of labor. 

We do not attribute to our criterion, 


as Clark does to his, a general effective- 
ness toward modifying wage structures 
in the real world. Labor and manage- 
ment, pressing for their own respective 
interests, can hardly be induced to co- 
operate toward the establishment of 
such wages as economists may regard as 
sound. Short of government wage-fixing, 
a criterion is hardly likely to bear sig- 
nificantly on the course of market rates. 
Yet the determination of distortions 
the criterion as a norm — serves an im- 
portant purpose: if rates are appraisable 
as distorted, various institutional ar- 
rangements can be judged, and perhaps 
even altered, in terms of their role in 
causing these distortions. 
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THE AMERICAN BUSINESS C™ CLE OF 1879-85! 


RENDIGS FELS 


Vanderbilt University 


CCORDING to the National Bureau 

of Economic Research, there was 

a business cycle in the United 
States of America which, counting from 
trough to trough, began in March, 1879, 
and lasted until May, 1885.’ There has 
been very little research done on this 
cycle. So far as I know, the only inten- 
sive work done on it in recent years 
was by Arthur G. Auble in his unpub- 
lished doctoral dissertation.’ Schum- 
peter* and others have made some scat- 
tered comments on it, but the best pub- 
lished accounts are those written by 
contemporary observers. The Banker's 
VWagasine of New York had a number 
of good articles, particularly on inter- 
national influences. The London Econo- 
mist discussed the American scene at 
length from sources which in many cases 
are now ditheult to find; it also contrib- 
uted reports and comments of its own. 
In 1886 Carroll D. Wright published a 


study called “Industrial Depressions.’’s 


f Research and Training in the 
Vanderbilt University provided 
ince Which made this study possible 

Ia icknowledge numerous helpful sug 

tde by Ear ] Hamilton 

l Burns and Wesley C. Mitchell, 

wing Busine ( le New York, 1940), p. 75 
whatever in the literature about 
s cycle, though there is some 
wut its exact dating. Cf 


! rs cited } and Mitchell on 


Burns 


Phe Depressions of 1873 and 1882 in the 
United States” (Harvard University Library. 
4 
‘Joseph A peter, Business Cyeles: A 
Vheor !, Histor and Statistical Analysis of 
Capit i Ps New York: McGraw-Hill 
Book to 10 and 383-96, passim 
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Devoted almost entirely to the depres- 
sion of 1882-85, it is known to modern 
economists as a forerunner of the mature 
economy thesis. But the best original 
source is the Commercial and Financial 
Chronicle, which had an insight into the 
workings of the cyclical mechanism 
which was quite good in view of the little 
that was then known about cycles.° 

The purpose of the present article is 
to narrate the history of the 1879 85 
cycle and to analyze it with the help of 
modern business-cycle theory. In order 
not to break the continuity of the story, 
discussion of evidence and comments on 
recent literature will be relegated to 
footnotes whenever possible. 


I. THE LOWER TURNING POINT 
(1877-79)? 

The panic of 1873 was followed by a 
long depression. Just when the depres 
sion came to an end cannot be dated with 
any certainty, partly because data are 
lacking, but mainly because there is an 
ambiguity in the concept of a lower 
turning point. Available evidence indi- 
cates that physical production may have 
turned upward as early as 1877. It is 

‘First Annual Report of the Commi 
Labor (Washington, D.C., 


® See particularly the annual review articles, to 


h year 


toner of 


ISSO 


be found in the first or second issue of eac 
(also in Financial Review, published by the same 
company). The bimonthly Jnvestors’ Supplement 
to the Chronicle frequeatly had illuminating com 
ments in its lead article 


In part this section briefly summarizes Section 
VI of my article ‘American Business Cycles, 1865 
79." American Economic 
(June, 1951 
the lower turning point is new 


Review, XLI, No. 3 


; but the discussion of the dating ot 
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possible that real income per capita rose 
during the last two or three years of the 
1870's. Monetary series, on the other 
hand, reached their troughs distinctly 
later. Bank clearings began to increase 
in 1878, but wholesale prices continued 
to decline into 1879. By the spring of the 
latter year, a process of cyclical expan- 
sion plainly got under way; but should 
the trough be dated then or earlier? 
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and to avoid giving a precise date to the 
trough.* 

External events strongly influenced 
the lower turning point. Long-term in- 
vestment prospects began to revive 
about 1877. But the contraction of 
spending continued, partly from previous 
momentum, partly because under paper 
standard conditions international trade 
did little to brake the fall, partly be- 


TABLE 1* 


ANNI 


AL STATISTICS FOR THE UNITED STATES, 1878 86 


1. Manufacturing 32 3¢ 2 40 rt 50 4 47 $7 
2. Transportation and com 

munication 25 32 t 40° 44 45 40 40 5! 
3. Crop production $1.5 54.5 56.0 47.0 62.0 58.5 65.0 ; 63.5 
3. Building index (value) 40 41 5 6.7 so 10 4 10.5 11 12.0 
5s. Railroad miles built 2,665 | 4,809 | 0,706 | 9,846 11,569 | 6,745 3.923 975 | 5,018 

* Source: 1. Manufacturing: E-dwin Frickey, Production im the United Staies, 1860-1914 (Cambridge, Mass , 1047), p. s4 (Base 
1&y 2. Transportation and communication: Ihid., p. 117 (Base 1899); 3. Crop production: M_ Purves, “‘New of Crop 
Production in the United States,"’ Tae Agricultural Situation, January 1, 1935, (101 10 Building United States | 
reau of the Census, Historical Statistics of the Umited States, 1780-1045 (Washington, lL) C., 1940), p. 17.3 (Newman's index of permit 
values in current prices, 1920-4 10 s. Railroad miles built. Ibid., p. 200, first diflerences of column 1 


It is clear from business-cycle theory 
that a rise in physical output tends to 
stimulate a further rise in physical 
output because it becomes profitable to 
replace or expand capacity; and it is 
equally clear that a fall of aggregate 
money payments tends to shrink spend- 
ing still further because it reduces in- 
come. Moreover, rising output will tend 
to raise spending, and a decline in spend- 
ing will tend to lower output. If output 
and spending are both rising, we are in 
a period of cyclical expansion accord- 
ing to most economists’ definitions; and 
if they are both falling, we are said to be 
in a period of cyclical contraction. But 
if one is rising and the other falling--as 
appears to have been the case in the 
latter 1870’s--we are not in a period of 
either expansion or contraction. It is 
best to call such a period a “‘transition”’ 


cause the prospect of returning to the 
gold standard on January 1, 1879, at a 
higher exchange rate than then prevailed 
cast doubt on the future course of prices, 
and partly because prices were highly 
flexible. The contraction in spending for 
the time being prevented the improved 
investment prospects from taking effect. 
By the beginning of 1879 the situation 

* Nothing in the text is intended as criticism of 
the National Bureau's selection of March, 1879, 
as the trough. They selected their dates for use ir 
statistical analyses which required them to specify 
exact months. In cases of doubt, they “‘placed the 
reference turn toward the close of the transition 


Burns and Mitchell, op. cit., p. 80). As 


there is plenty of room for doubt in this instance, 


period” 


their procedure naturally yields a date early in 1879 

If I had to select a particular date for the trough, 
I should pick the second quarter of 1878, which was 
the in Frickey’s 
clearings. It may very well be that, if we had com- 


low revised) series of outside 


plete information, it would show an upturn in both 
spending and physical output at about that time 
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had changed. The United States sucess- 
fully returned to the gold standard, re 
viving confidence; and good crops in 
i579, coupled with unusually poor crops 
in Europe, gave business in the United 
States a decisive stimulus that invigor- 
ated the tentative cyclical expansion 
which had already begun. 


To a considerable extent railroad 
builders were occupied by the task of 
completing the main lines of roads which 
they had had to stop constructing as a 
result of the panic of 1873."° It was in 
this period, for instance, that the North- 
ern Pacific completed its route. Even 
more important was construction of 


TABLE 2° 


(QUARTERLY STATISTICS FOR THE UNITED STATES, 1878 85 


accurate estimate of the amount of mon- 
ey invested in railroads during these 
years is possible, but it plainly was large 
enough to dominate the picture.’ 

Historical Statist f the United States, 1789 

J Washington, DA 1949), gives on p. 201 
some annual estimates of investment in railroad 
and equipment, a d it is ten pling to use the first 
ditferences as estimates of annual investment in 
railroads. The peak obtained in this way falls in the 
vear tSSt and exceeds $900 million as against a 


1575 1579 1880 1881 
: Liabilities of ess fail 
are 6 358 5 207 15 8 230 2043 220 194 99 245 
i$ ) 170) «472 178 «6198 201 34, #1872 
Imports § tot rit Og) 153) 153 169 169 «179 
Wi ale 6 g9| 104% 100 90 105 108 
s 
5 61.051 1,008 t 07g 4,180 1.234 1.475 1,400 435 1.571) 058 1,783 1,9201,924 
188 1583 1884 18385 
| 
i 
t Liabilities of business fail 
res( $000, 202 18 41 4 34.60 327 53.5 362 55 44 4) 39 4) 902 203 227 
| Exports (§$o ) 186 $6105 221 204 92 182 8-179 «#38870 «1930 «6181 177 1s7 
Im bo 1 194 173, 386060 1874 176, «858, 144. 140 150 162 
Wholesale prices tt 1of 104 103 os o4 93 85 
Outside clearings (§ 
948 1.927 1,900 1,888 1,881 1,859 1,658 1,590 1,507 1,641 1,669 1.827 
* Source 1 Liabilities of busines: failures US. Bureau of the Census, Historical Statistics of the United States, 1789-10945 (Wash 
19040 (Seasonally adjusted); 2 Exports: Ibid., p. 341 (seasonally adjusted); 3. /mports: Ibid., p 340 (seasonally 
wtiusted), 4 Wholesale prices: [bid +44 (1 have adjusted for seasonal variation, using seasonal index given by ihid., p. 326 {ror 
' Outside clearimes. This series has previously been published only in chart form. See Edwin Frickey, Economic Pluctua 
troms tm the mited States’ A Systema of Long-Run Trends and Business Cycles, 1866-1914 (Cambridge, Mass., 1942), chart 
facing | 4 Professor Frickey very kindly furnished me with the figures on which this chart was based. (Seven selected cities, sea 
nallv ad ted 
Il. THE UPSWING (1879 81) slightly negative figure for 1878. This may be com- 
pared to Martin’s estimate of realized national in- 
Construction of railroads was the prin- come of $7,227 million in 1879 (Robert F. Martin, 
cipal factor in the upswing. The number — National Income in the United States, 1799-1938 
New York: National Industrial Conference Board, 
of railroad miles built rose spectacularly 
1939], p. 6). However, Historical Statistics ob- 
zB Irom 2,665 in 1878 to 11,569 In 1882. No tained the figures for railroad investment from Poor's, 


and examination of the original source has con- 
vinced me that the series is not sufficiently accurate 
to warrant using its first differences. In fact, when 
Poor's itself estimated the amount of investment in 
railroads for 1881, it did so by multiplying the num- 
ber of miles built by $25,000, which it estimated 
was the average cost of building a mile of road. This 
too is obviously a hazardous method (see Henry V 
Poor, Manual of the Railroads of the United States 
for 1882, p. i) 

‘© Chronicle, May 23, 1874, p. 516; ibid., Janu- 
ary 6, 1883, pp. 7-8; Jmvestors’ Supplement to the 
Chronicle, June, 1883, pp. iii 
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feeders and branches for parent-lines."' 
In addition, repairs and improvements 
which had been put off during the de- 
pression were now initiated.” For the 
most part, therefore, construction was 
undertaken not by new enterprises but 
by established lines to which it was be- 
coming more of a routine operation than 
a venture into innovation."’ “The pain- 
ful process of foreclosure, settlement 
and reorganization” which had gone on 
steadily during the depression of the 
seventies paved the way for the upswing 
of the early eighties; and in the en- 
suing downswing the new mileage was 
in the hands of financially stronger cor- 
porations than had been the case follow- 
ing 1873." 

Reasons for the spurt in railroad in- 
vestment are not hard to find. The busi- 
ness cycles of the last half of the nine- 
teenth century all belong to the same 
family (or Kondratieff cycle) not mere- 
ly because railroad-building played an 
important part in all of them but also 
because the spurts in building were in- 
terrelated."* Railroads, particularly those 
west of the Mississippi, were often built 
ahead of—and enormously facilitated 
the growth of population and traffic 
which ultimately justified them and led 
to another spurt of railroading.'? Dur- 

'' Chronicle, January 6, 1883, p. 8; Imvestors’ 
Supplement to the Chronicle, August 25, 1883, p. i 

'* Chronicle, September 6, 1879, p. 236 

'S Chronicle, January 6, 1883, p. 8; Investors’ Sup 
plement to the Chronicle, August 25, 1883, p. i. This 
routine character of innovation was one of the chief 
reasons why Schumpeter (op. cit., p. 339) called 
this period a Kondratieff depression 

'* Chronicle, January 10, 1880, p. 30. See also 
London Economist, May 24, 1879, p. 599, and March 
12, 1881, Supplement, p. 28; and Banker’s Magazine 
(New York) February, 1880, p. 654 

'S Banker’s Magazine, January, 1883, p. 486 

*It should be obvious that this is based on 
Schumpeter, op. cil., passim 

Cf. Banker's Magazine, March, 1880, p. 712 


ing the seventies population and agri- 
cultural output grew steadily so that 
freight ton-miles increased two-thirds in 
the six years following the panic of 1873. 
In the course of the general deflation of 
the seventies, freight rates had fallen. 
But, even so, traffic earnings in 1879 were 
virtually as high as in 1873, and, as a re- 
sult of the decline in expenses, net earn- 
ings were higher."* With construction 
costs and interest rates considerably 
lower than in the boom of the early sev- 
enties,’® it is easy to see why projects 
which tempted both builders and inves- 
tors became more numerous. 

But the spurt in railroad investments 
cannot be explained in terms of favorable 
objective circumstances alone. Although 
total net earnings were higher in 1879 
than in 1873, net earnings per mile were 
lower. The improvement in objective in- 
vestment opportunities initiated the 
spurt in railroad-building, but it devel- 
oped only with the combined help of a 
plentiful supply of capital and a not 
wholly rational wave of optimism. 

As is usually the case at the beginning 
of cyclical expansion, the money market 
was easy. Moreover, as was not usually 
the case in the nineteenth century, the 
upswing developed no more than brief 
hints of stringency.*” Not only was do- 
mestically mined gold retained but there 
were large gold imports in 1880 and 1881, 
partly--perhaps largely because the 
foreign-trade balance was favorable. 
More remarkable than easy money was 

® Historical Statistics of the United States, 1789 
1945, p. 201. See also Chronicle, January 10, 1880, 
p. 36 

Chronicl:, January 6, 1883, p. 

# See the articles on the money market in the 
various issues of the Banker's Magazine and the 
Chronicle (particularly January 4, 1881, pp. 29-30; 
January 7, 1882, pp. 8-10; January 6, 1883, pp. 8-9; 
and January 5, 1884, p. 9). For an extended dis 
cussion of this point see Auble, op. cit., pp. 159-7 
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the ample domestic supply of long-term 
capital. Whereas English capital financed 
a great part of the railroad-building 
boom which preceded the panic of 1873, 
American railroads now floated their se- 
curity issues more largely in the United 
States." | mentioned above that interest 
rates were lower than in the earlier pe- 
riod, when bonds were often floated at 
prices which yielded 1o per cent or more. 
Che change reflected the secular growth 
of capital in the United States, the gen- 
eral fall in interest rates during the era of 
talling prices between 1873 and 1896, and 
the surplus of the federal government 
which developed during the upswing and 
was used to retire the national debt, thus 
freeing funds for railroad-building.” 
The Chicago Tribune, commenting 
****We have almost ceased to borrow for corpor 
ate undertakings in London and Paris” (Commercial 
Bulletin September 16, 1880, as quoted by Banker's 
Vaugasine, November, 1880, p. 323). On the other 
hand, the London Economist (February 18, 1882, p 
reported that in the first half of 1881 London 
subsenbed twenty million pounds sterling to new 
(American railroad issues 
( ontemporary sources are conflicting in their 
atements about international capital movements 
The December, issue of the Banker's Maga- 
ine said on p. 436: ‘“‘Whether more American 
stocks and securities have been marketed abroad 
than have been purchased abroad, during the year 
patst, is a doubtful question” and on p. 484: ‘*The 
gloomy views which are prevalent in some quar 
ters as to the monetary future, are probably due in 
part to a want of appreciation of the large amounts 


of foreign capital which are flowing into the United 
States to an extent never known before.” The same 
journal in February, 1881, p. 587; March, 1881, p. 
678%; and April, 1881, p. 753, argued vigorously 
that during 1880 the amount of railroad shares 
held abroad diminished) For other statements 
on international capital movements see Chron 
wle, January 8, 1881, p. 29; London Economist, 
February 18, 1882, Supplement, p. 6; and 
Banker's Magazine, April, 1879, p. 745; Novem 
ber, 1879, p. 329; August, 1880, p. 84; and October, 
1883, p. 247. The very conflict of opinion, however, 
evidences a marked difference between 1879-83 
and 1869-73 


George S. Boutwell, ‘The Political Situation,” 
North American Review, February, 1883, p. 158; 
George M. Weston, ‘Advantages of Paying the Na 


tional Debt,”” Banker's Magasine, November, 1882, 


sadly on the overoptimism of 1879-81, 
said: 

Why is it that in such a time as that, funds 
are contributed by all classes of people for al 
most any enterprise whose promoters promise 
great returns? It is because they see business 
active all around them, people in enterprises al 
ready established winning large profits, and ev 
erything apparently inviting them to be rich 
They are seized with the craze of money mak 
ing, and become incapable of reasoning on any 
project that is presented for their consideration 
It is easy for unscrupulous men to humbug 
them at such a time. Even the promoters of 
enterprises often half-believe the lies they tell, 
and partake of the prevailing mania. . . . It is 
appalling to consider how many of the corporate 
enterprises of the country have secured their 
capital by taking advantage of these invest- 
m¢nt-—or, rather, speculative—epidemics.*3 


'The word “boom” was first used in its 
political sense in 1878. It is understand- 
able, therefore, that the first episode of 
business-cycle history to which contem- 
porary observers applied that word was 
the expansion of 1879-81, and not with- 
out some justification.’ They were im- 
pressed by the growth of speculation. Al- 


‘pp. 328-29; Investors’ Supplement to the Chronicle, 


February, 1882, p. ii. It should be remembered, how 
ever, that the federal surplus between 1869 and 
1873, though smaller, was substantial 

\ government surplus is usually regarded as de 
flationary, but, if investment opportunities are 
numerous, there is no reason to assume that funds 
will be hoarded; and if bank credit and long-term 
capital are in joint demand, the net result of paying 
off government debt may be inflationary. If the gov 
ernment continues to retire debt after investment 
opportunities cease to” be numerous, it will indeed 
become deflationary; and, by hastening the exploita- 
tion of investment opportunities, it may hasten the 
cyclical downturn. Hence, it is possible for a govern 
ment surplus both to accentuate the upswing and to 
contribute to the downturn. 

4Quoted by Banker’s Magazine, March, 1885, 
p. 688. For similar statements see Investors’ Supple 
ment to the Chronicle, June, 1884, p. 2; and Anony- 
mous, ‘‘Hydraulic Pressure in Wall Street,” North 
American Review, July, 1882, pp. 54, 60, and 64 

+4**Two years covered the whole of the ‘boom’ 
commencing in the summer of 1879, and ending in 
the summer of 1881" (Banker's Magazine, Novem- 
ber, 1835, Pp. 330)s 
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ready in November, 1879, the London 
Times said, **The spirit of railway specu- 
lation {in the United States] is probably 
as rampant now as it ever has been.’”*s 
Later the Banker's Magazine thought the 
country had been “on a big speculative 
drunk.”” But the doings referred to were 
largely peripheral. Financial recklessness 
of the type that led to the panic of 1873 
appears to have been much less com- 
mon,?? and, however one might wish to 
define ‘boom,’ the word is more ap- 
plicable to the early seventies than to 
the early eighties. 

Prosperity quickly permeated the en- 
tire economy. Already in September, 
1879, the steel mills were reported to 
have orders enough to keep them work- 
ing at capacity on into 1880." Asa result 
of increased demand by the railroads, the 
iron and steel industry expanded capac- 
ity in accordance with the acceleration 
principle,’ and there is evidence in man- 
ufacturing of what I call the superac- 
celerator— investment based on the as- 
sumption that the rate of increase of de- 
mand will be maintained in the future.** 

*(uoted by the London Economist, March 13, 
1880, Supplement, p. 52. See also Chronicle, January 
10, 1880, p. 30, and Investors’ Supplement to the 
Chronicle, December 31, 1881, p. i 

© January, 1883, p. 486. The Banker’s Magazine 
had too many articles on the subject of spec ulation 
for me to cite here. These dealt primarily with the 
growth of speculation as a result of development of 
organized exchanges. An obviously exaggerated ar 
ticle on this subject is Henry D. Lloyd, ‘‘Making 
Bread Dear,” Vorth American Review, August, 1883, 
pp. 124-26. See also Chronicle, January 7, 1882, p. 8. 

2° **The depression is not likely to be so severe and 
last so long as the one that began in 1873. The coun- 
try has not sunk so much money in bad investments 
as it had just previous to that event” (Banker's 
Magazine, October, 1883, p. 244) 

** Chronicle, September 6, 1879, p. 236; cf. Lon- 
don Economist, January 31, 1880, p. 118 

*” Banker's Magazine, October, 1883, p. 242. Pig- 
iron production doubled between 1878 and 1882 
This involved building a considerable amount of new 
capacity despite the fact that numerous obsolete 
blast furnaces were idle even at the peak of pros- 
perity. 


Outside clearings (quarterly) doubled, 
and the wholesale-price index rose 29 
per cent. As the Chronicle summed it up: 
“We built 28,554 miles of new road in 
the years 1880, 1881, 1882.... This 
stimulated over-production in all the in- 
dustries contributing to, or allied with, 
railroad property, which in turn affected 
every other branch of business in the 
same way.’*' Moreover, as one com- 
mentator pointed out, “every railroad 
which is constructed, and especially in 
the West and South, creates fresh oppor- 
tunities for investments in agriculture, 
mining, mills and foundries.” The an- 
nual circular of Messrs. Dun, Barlow and 
Company for 1879 said, ““The number of 
unemployed is less than at any time 
within the past seven years.’’*' This, of 
course, was merely an impression which 
could have been erroneous, but it implies 
that early in the upswing there were less 
unemployed than at the cyclical peak of 
1873. At any rate, employment seems to 
have been reasonably full in the early 
eighties in spite of accelerated immigra- 
tion, for the Banker's Magazine in 1882 
remarked, “In this country . . . labor can 
always find employment.’’** The memory 
of the unemployment of the seventies 
would not have faded so fast if unem- 
ployment had not been pretty well oblit- 
erated for several years. 

Though overshadowed by the rail- 
roads, construction of buildings was also 

” Ibid., February, 1883, p. 568. Of course, both 
accelerator and superaccelerator later contributed to 
the downturn 

3! Investor's Supplement, June, 1884, p. 2; cf 
Banker's Magazine, October, 1883, p. 241 

# Weston, op. cil., p. 332 

33 (Quoted by Banker's Magazine, February, 1880, 
p. 641. Cf. also the statement that ‘labor rejoices in 
fair wages and full employment” in an article signed 
by twenty-two men, including J. Pierpont Morgan, 
J. J. Astor, and Cyrus W. Field, ‘‘The Political Situ- 
ation from a Financial Standpoint,” North American 
Review, November, 1880, p. 471 

34 September, p. 162 
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an important factor in the upswing. 
Stimulated by the population increase, 
the general development of the country 
by the railroads, and the low level of con- 
struction during the seventies, Newman's 
index of value of construction permits 
rose two and a half times between 1879 
and 1883. Though the index cannot be 
trusted very far, it gives a rough idea of 
what was going on." 

During the upswing the economy ap- 
peared to be peculiarly responsive to the 
international equilibrating mechanism of 
the gold standard. The spurt of railroad- 
building did not develop strongly until 
the favorable foreign markets of 1878 
and 1879 gave the upswing its start. Im- 
ports of raw materials rose in conse- 
quence of the increased business activ- 
ity, and manufactured goods were di- 
verted from exports to the home mar- 
ket.'’ Thus a disturbance of equilibrium 
which resulted in increased exports stim- 
ulated consumption and investment, 
which in turn increased imports and re- 
tarded the expansion of exports. The 
favorable balance of trade increased gold 
supplies, providing a basis for the expan- 
sion of money needed to support in- 
creased activity; and, it may reasonably 
be inferred, higher real income was made 
possible by rising employment as the 
unemployed found jobs and as_pros- 
perity stimulated immigration.** In- 
creased prices in the United States also 
contributed to the equilibrating process. 
In the middle of 1880 the cyclical expan- 


8 Historical Statistics of the United States, 178¢ 
logs, pi Long’s value index tells much the same 
story as Newman's 

* Banker's Magazine, July, 1880, pp. 7-9. This 
magazine displayed some excellent insights into the 
equilibrating process, and, though they suffered from 
absence of a theoretical apparatus, they provide 
striking confirmation of modern ideas about how the 
gold standard worked 


[bid., October, 1580, p. 242 


sion received a brief check. Prices of a 
number of articles went so high that their 
markets became flooded with foreign 
goods, resulting in collapse.“’ There is 
some evidence, however, that this pause 
in the upswing was partly a reaction to 
excessive accumulations of inventories. 
Aside from this episode, the foreign-trade 
position continued to be favorable until 
merchandise imports and exports came 
into ‘approximate equality toward the 
end of 1881*°-— just before the expansion 
died—-and did not become favorable 
again until 1883, that is to say, until (and 
in part because) the downturn had been 
passed. No doubt other forces were more 
important for cyclical developments, and 
a measure of coincidence is involved. But 
we have here evidence of the equilibrat- 
ing mechanism of the gold standard at 
work, hindering the American economy 
from getting out of line with other coun- 
tries. 

* The figures on immigration exhibit a_pro- 
nounced cyclical movement (see Harry Jerome, 
Vigration and Business Cycles |New York: National 
Bureau of Economic Research, 1926|, p. 35). See 
also Banker’s Magazine, October, 1880, pp. 274-75 
Modern writers on the theory of international trade 
have generally overlooked the fact that in the hey 
day of the gold standard, immigration was part of 
the equilibrating mechanism 

” The best discussion of this episode is in the 
Chronicle, January 7, 1882, p. 8; see also January 8, 
1881, p. 28. Cf. Banker’s Magazine, July, 1580, pp. 6 
and 77; August, 1880, p. 127; and October, 1880, p 
280. Cf. also London Economist, March 12, 1881, 
Supplement, p. 22 

# Exports declined heavily in the fourth quarter 
of 1881. The Economist (February 18, 1882, Supple- 
ment, pp. 1 and 10), the Banker’s Magazine (Feb 
ruary, 1882, p. 571, and March, 1882, p. 726), and 
Lloyd (op. cit., pp. 124-26) emphasized a decline in 
exports of wheat and other farm products which 
they attributed to speculators’ driving up prices 
More important, perhaps, was the decline in crop 
production (see Table 1); cf. also Banker's Maga 
sine, September, 1882, p. 202; December, 1882, p 
405; and January, 1883, p. 486 

The Banker's Magazine attributed the rise of im 
ports in the first part of 1882 to rising wages and 
prices (July, 1882, pp. 1-5) 


Ill. THE UPPER TURNING POINT (1881-83) 


Most major depressions begin spec- 
tacularly. The famous crash on Wall 
Street ushered in the depression of the 
1930's. Bank panics in 1873, 1893, and 
1907 occurred at, or close on the heels of, 
the downturns of those years. The de- 
pression of 1920-21 began with a col- 
lapse of prices; that of 1937-38, with a 
collapse of production.“ In contrast, the 
downturn of the early eighties was slow 
and quiet. The bubble of overoptimism 
was pricked in the summer of 1881, and 
the force of the expansion began to die 
down in the latter part of the year.” The 
following year was generally regarded as 
unsatisfactory, particularly with respect 
to profits;*’ yet output and wholesale 


do not mean, however, to indorse Keynes's 
much-disputed statement that ‘‘the substitution of a 
downward for an upward tendency often takes place 
suddenly and violently” (John M. Keynes, The Gen 
eral Theory of Employment, Interest and Money |Lon 
don, 1936], p. 314). My statement is confined to 
major depressions; and in several of the cases cited 
in the text, notably 1929, the upper turning point 
itself was by no means sudden and violent 

# **Indeed, the slackening of speed began in some 
respects in the last half of 1581; and from the first of 
July in that year, when the country was temporarily 
paralyzed by the appalling death of its chief magis 
trate, there was a change in the spirit of advance 
and almost exaltation, which had taken possession of 
our business world since 1878” (Chronicle, January 6, 
1883, p. 7 There is a minor error here. President 
Gartield, though shot on July 2, did net die until 
September 19.) See also ibid., January 7, 1882, pp 
10-11; the Xatlroad Gasette, December 30, 1881, 
p. 742; the statistics of freight ton-miles in Historical 
Statistics, p. 334, and of outside clearings in Table 2 
\ somewhat rosier view of 1881 can be found in the 
London Economist, February 18, 1882, Supplement, 
pp. 10-41 

eareful retrospect of 1882 presents only the 
view of a diminishing pressure ir the force which had 
pushed everything forward, and by no means a 
retrogr ide movement; the gross amount of business 
was, in some departments at a maximum—the larg 
est ever transacted in a single year—but it was in the 
net proceeds, in the cash profits realized, that the re- 
sults were sometimes less satisfactory than in prior 
years” (Chronicle, January 6, 1883, p. 7) 

‘*That there should be such an increase of late in 
the number of failures, in view of the general pros- 
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prices (except for the fourth quarter) 
continued to rise, and outside clearings 
remained high. During 1883 business 
grew steadily worse ;** nevertheless, some 
important statistical series such as out- 
side clearings and the index of manufac- 
turing indicate that 1883 was a better 
year than 1882. Not until 1884 did the 
contraction become pronounced. It is 
helpful to single out a particular date to 
mark the cyclical peak, and the date 
chosen by the National Bureau— March, 
1882--seems to be about right.* But it is 
also helpful to think of the entire period 
from the middle of 1881 until the end of 
1883 as a gradual transition from pros- 
perity to depression. 

At the middle of 1881 the basic situa- 
tion of the railroads was weaker than the 
overoptimism which normally accom- 
panies a major upswing would indicate. 
A hard winter had increased expenses 
and reduced traflic. The spring brought 
poor crop prospects, implying poor traflic 


perity of the country is a very unpleasant fact. The 
spectacle is presented that, while the trade of the 
country is not in the most healthy or desirable 
condition, the country itself was never before more 
prosperous than at the present moment”’ (Banker's 
Wagasine, February, 1883, p. 568 

‘Although this ts hardly a time of abnormal 
business depression, a great part of the industrial 
energies of the country are unemployed” (Henry 
George, “Overproduction,” Vorth American Revte 
December, 1883, p. 584). See also tbid., pp. s88-So, 
and Chronicle, December 22, 1883, 

4 Burns and Mitchell, op. cit. Other investigators 
have put the turning point a bit later. This is odd in 
view of the NBER rule to take the later date in case 
of doubt. Partington put the change from prosperity 
to recession in September, 1882; Kitchin put the 
downturn in December; Ayres in November; and 
Persons put the end of prosperity in June of the fol 
lowing vear (John E. Partington, Railroad Purchas 
ing and the Business Cycle |\Washington, D.C.: Brook 
ings Institution, 1929], p. 235; Leonard P. Ayres, 
Turning Points in Business Cycles |New York: Mac 
millan Co., 1939], p. 29; Joseph Kitchin, “Cycles and 
l'rends in Economic Factors,"’ Review of Economic 
Statistics, January, 1923, p. 14; and Warren M 
Persons, Forecasting Business Cycles |New York 
John Wiley & Sons, 1931], p. 198 
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prospects. The booming stock market 
was “‘inflated’’ in the sense that non- 
dividend-paying shares sold at substan- 
tial prices. The fatal shooting of Presi- 
dent Garfield in July, which was widely 
regarded as an event unfavorable to busi- 
ness interests, became the occasion for 
recognizing these weaknesses. People be- 
gan to feel vaguely distrustful and inse- 
cure. The stock market went into a year- 
long decline, never in this cycle to regain 
the peak of mid-1881. It became more 
difficult to float new securities. The verve 
had gone out of the expansion.” 

As time went on, railroad prospects 
continued to deteriorate. The railroad- 
building and consolidations of the pre- 
ceding years led to rate wars, and it was 
charged that railroad officials sold out 
securities in their own companies and de- 
liberately prolonged the wars in order to 
get their securities back at lower prices. 
During the period of transition from 
prosperity to depression, rate wars and 
mismanagement (if not fraudulent man- 
agement) recurrently undermined public 
contidence in railroad stocks and bonds. 

lhese events were slow to exert their 
influence. The railroads built even more 
miles in 1882 than in 1881. But this 

*® North American Review, July, 1882, pp. 54-55; 
Banker's Magasine, August, 1881, pp. 87-88, 157, 
and tso; London Economist, February 18, 1882, 
Supplement, p. ro. [t is difficult to believe that the 


assassination of Garfield had as much effect as the 
latter two references claimed 

* London Economist, February 18, 1882, Supple 
ment, pp. Sand 10-11, and February 23, 1884, Sup- 
plement, p. 7; Banker's Magazine, January, 1882, 
p >; March, 1882, p. 690; January, 1883, pp. 482 
and << September 1883, p. 238; and October, 
1883, p. 310; North American Review, July, 1882, pp 
and 

* Various evidence could be assembled in an 
effort to date the peak of railroad investment (cf. the 
discussion in Auble, op. ett.), but I do not think it 
protitable to do so. The number of miles built, which 
reached its peak in 1882, is obviously an unreliable 
guide 


added to the belief, which was already 
gaining ground at the beginning of the 
year, that railroads were multiplying too 
rapidly to be profitable.*? 

As a result of these developments, and 
in spite of the favorable harvest of 1882 
and the revival of optimism it engen- 
dered,** the difficulty in raising capital 
for railroad-building became pronounced 
by the end of 1882. According to the 
Railroad Gazette, *‘We would have built 
even more [railroads] than we have in 
1882, if capital had been as easy to get 
for such purposes during and after as 
before the railroad war and the bad har- 
vests.” Moreover, “‘it is said that it is 
now [the end of 1882] almost impossible 
to get capitalists or their representatives 
to listen to a proposition to take part in 
any new railroad enterprise. There is a 
good deal of work in hand, however, 
some of which makes slow progress be- 
cause of the difficulty of getting money, 
but for most of which means seem to 
have been provided already.” As in 
1873, there was no lack of railroad routes 
to be built—-the peak in number of miles 
added was not reached until 1887— but, 
unlike 1873, there was scarcely any evi- 
dence of a lack of capital seeking invest- 

4# London Economist, February 18, 1882, Supple 
ment, pp. 7 and 10; Banker’s Magazine, December, 
1882, pp. 405-6 and 479, and October, 1883, p. 242 

° Banker's Magazine, July, 1882, p. 77. There was 
a real connection between good harvests and good 
business not only because good crops meant larger 
traffic for the railroads but also (and more impor 
tant) larger exports of crops meant more spending 
by farmers on American products. This relationship 
was well known in the latter part of the nineteenth 
century. Hence, good crop prospects regularly in 
creased confidence 

s* December 29, 1882, p. 804 

3 [bid. See also December 30, 1881, p. 743. Cf 
Banker's Magazine, May, 1882, p. 886; January, 
1883, p. 486; and October, 1883, pp. 315-17; and 


London Economist, February 23, 1884, pp. 2-3 and 
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ment.’? Apparently capitalists were un- 
willing to put money into railroads. Their 
unwillingness evidently stemmed from 
belief that further building would not 
prove profitable“* Their money did not 
find outlets in other forms of permanent 
investment but either remained idle or 


‘A hint that railroad-building declined because 
of shortage of capital is contained in an article in the 
Investors’ Supplement to the Chronicle, June, 1883, 
“It will be asked, then, why was not the 
railroad stock] prices maintained 
when abundant harvests !/in 1882! became an assured 
fact’ Because it was found that the derangement of 
various 
road building, poor crops of 1881, &c., together with 
the more important fact that the market had been 


Improvement in 


industries resulting from the decline in rail 


loading up for three years with new railroad securi- 
ties, were more serious matters than at first sup- 
r lasting effect had been underesti 
‘Then there 


posed and the 
mated.”’ But the article went on to say 
has been some apprehension as to the effect of the 
opening of so many new lines of road the Nickel 
Plate, the New York Lackawanna & Western, the 
West Shore & Buffalo, the St. Paul line to Omaha, 
the Chicago Burlington & Quincy to Denver, the 
Atlantic & Pacific, the Denver & Rio Grande to 
Utah and Ogden, &c., &c. There was also in the past 
few months a return movement of stocks this way 
from Europe, mainly of the speculative sort, which 
were sent back after the holders had lost the hope of 
making money by a great rise in their prices.”” This 
sounds more as if the boom came to an end because 
it had spent its inner force than because it was 
throttled by lack of capital 
‘Carroll Wright's conclusions may be cited in 
support of the statement in the text. “This full 
supply of economic tools to meet the wants of nearly 
all branches of commerce and industry is the most 
important factor in the present industrial depres 
op. cit., p. 257). He particularly singled out 
the railroads: ‘‘In the United States the mileage of 
new railroads constructed has been out of all propor 
tion to the increase of produc ts to be carried” (ibid 
Wright’s opinien should, perhaps, be discounted, 
inasmuch as he wrete at the bottom of the depres 
sion and seems not to have realized that the capital 
equipment of the country would not have been so 
superabundant if there had been full employment 
Nevertheless, Wright was one of the best qualified of 


sion” 


contemporary observers, and his conclusions should 
be regarded as a primary source of considerable im 
portance 

The sentences quoted occur in the well-known 
‘“stagnationist” passage of Wright's book. The pres- 
ent essay cannot contribute much toward assessing 
his stagnationist views, the test of which lies in the 


depressior sol the nineties 


went into the money ‘market. And as 
railroad-building was great enough to 
dominate the upswing, its decline is 
enough to account for the major down- 
turn, though federal debt retirement and 
worsening of exports were contributory 
causes. Compared to the early seven- 
ties, railroad financing was on a strong 
basis; hence, there was at the time of the 
turning point no financial debacle like 
the panic of 1873. 
IV. THE DOWNSWING (1883-85) 

The downswing of the early eighties 
was severe enough for most investigators 
to rate it a major depression.‘ Statistics 
and contemporary comment alike bear 


out the view that, although not so bad as 
the 1870's, 1890's, or 1930's, the depres- 


8s Banker's Magazine, October, 1883, p. 316. Cf 
London Economist, February 23, 1884, pp. 2-3 


* Tf we accept the NBER date of March, 1882, 
for the cyclical peak and take the evidence of num 
ber of miles built as showing that railroad invest 
ment did not decline sooner than the latter part of 
1882 (both assumptions could be questioned), we 
have to explain how the cyclical downturn could 
precede its cause. But this is not difficult. We can 
attribute the cyclical downturn initially to inter 
national trade developments and argue that the re 
sults would have been no more serious than in 1880 
(see above) but for the decline in railroad invest 
ment 

s? Thus Persons (op. cit., p. 7) called it a ‘‘major 
Axe implied that it was a severe de 
Axe, “Generally Low Prices 
and Cheap Money Suggest a Bull Market This 
Year,”’ Annalist, January 16, 1931, p. 92), and 
Schumpeter (op. cit., p. 396) called it a “Juglar re 
cession and depression.’’ Hubbard and Eckler both 
put it in the same category with 1907-8, Hubbard 
calling it a “decline of severity,”’ 
Eckler a “decline of the third order of magnitude’’ 
(Joseph 8. Hubbard, “Business Declines and Re 
coveries,”” Review of Economic Statistics, February, 
1936, p. 18, and A. Ross Eckler, “A Measure of the 
Severity of Depressions, 1873-1932,"’ Review of Eco- 
nomic Statistics, May, 1933, p. 79). Burns and 
Mitchell are jointly an exception, excluding it from 
they concede 


depression,” 
pression (Emerson W 


considerable 


their list of severe depressions; but 
that it is the most severe of those the 
1933 (op. pp. 455, 


exclude in the 
period between 1873 and 


458, and 462), 
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sion of the early eighties was no mere 
recession. But, like the depression of the 
seventies, it was severe primarily in 
financial series like outside clearings and 
wholesale prices rather than in indexes of 
production. As Carroll Wright said, “The 
volume of business and of production has 
not been afiected disastrously by the de- 
prices have been great- 
ly reduced, wages frequently reduced, 


pression, but 


and margins of profits carried to the 
minimum 

The downswing gathered momentum 
slowly in 1883. The decline in railroad 
construction not only eliminated the jobs 
of many workers directly employed in 
railroad-building’’ but also spread de- 
As one 
would expect from the theory of the ac- 


pression to other industries.‘ 


celeration principle, the iron and steel 
industry was particularly affected. 
In lan 


in December, 15453, 


steel rails were placed at $23 to $35 per ton 


ISSO, steel ra Is were we rth $71 
ntracts tor 


ars, 


per ton, large ¢ 


rth at the earlier date 


sold 


(\merican pig iron was w 
$35 


at $20 per ton 


per ton, and about January 1, 1884, it 


Blast furnaces 


at. 
Wright estin 
pared to normal unemployment of 2-24 per 
t his methods of estimation were 
mtidence n the re sults Set also T Vv 
y of the Discontented,” North 
For a vivid 


4. In the same volume (pp. 65—-6¢ 
uted unemployment in 1885 at 7 per 
cent com 


cent, b 


not such 
as to ¢ 
‘The Arn 
in Revie April, 1885, p. 369 
but probably exaggerated dese ription of the unem 
Willian Moody, ‘‘Working 


men's Grievances,” Review, Mav, 


Powde rly, 
lmer 


ployed set Godw n 


North 


lmerican 


p 


cil pp. 242-43 cited with ap 
ite of Edward Atkinson that halfa 
e employed in railread-build 

» and added that the estimate 


i 
ng i 
cted 


There is no reason for 


indicated (the 


had never been contrad 
contidence in the order of magnitude 
less so since a decline in miles built of less than one 
half was s ippeosed to red ice the number of workers 
ed by two-thirds), but 
had Trert TKIng in the way indicated, 

Atkinson’s estimate 
ward about it 


empl f the evchcal mecha 


nism 


k 
somebody w ld hi det 
} 


and Wright wo 


Chronicle r884, p. 8 


; rail mills were shut down; wages were re- 
ls were discharged. Other branches 
ing and manufacturing suffered increas- 
vear wore on, and in the later 
months there'was quite a general movement to- 
wards curtailing production and reducing all 
possible expenses, including the wages of opera- 


ivi as he 


é 


ives 


At first producers tried to maintain out- 
put. As a result they either accumulated 
inventories they did not want or induced 
dealers to take them by offering longer 
dated bills. But the stocks hanging over 
the market put pressure on prices, and 
more and more firms failed as their bills 
fell due. Production declined, and, in 
spite of abundant money, banks became 
reluctant to make new loans.” Belief 
that prosperity was just around the cor- 
ner gave way to general pessimism before 
1883 was 

Though the railroads appeared to be at 
the bottom of the trouble, their own busi- 
ness in physical terms was better than 
ever. Nevertheless, railroad stocks de- 
clined as the public, their faith in railroad 
managers diminished, tried to unload se- 
curities that had no prospect of yielding 
an income.** Though railroad profits in 
the aggregate probably held up pretty 
well, in many particular instances they 
were disappointing. Profit prospects de- 
clined more than actual profits because 
of the general business depression, poor 

*: [hid. Cf. Banker’s Magazine, December, 1882, 
p. 405, and London Economist, February 24, 1883, 
Supplement, p. 32. Pig-iron production, however, 
was only a trifle lower than in 1882 (/istorical Sta- 
tistics of the United States, 1789-1045, p- 149). This 
was due partly to inventory accumulation, partly to 


lower prices which reduced imports (London Econo 
mist, February 24, 1883, p. 27) 

6: Banker's Magazine, June, 1882, p. 971; Feb 
ruary, 1883, p. 568; August, 1883, pp. 92-93; Sep- 
1883, pp. 161-62; and October, 1883, pp 
315-16; London Economist, February 23, 1884, Sup- 


plement, pp. 3° and 5° 


tember, 


6s Banker’s Magazine, October, 1883, p. 241 


Chronicle, January 5, 1884, pp. 9-10 
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crops, and increasing competition among 
railroads.*s Thus the stage was set for a 
further decline of railroad-building in 
1884. 

In that year the pace of the downswing 
accelerated. Frickey’s index of manufac- 
tures shows a decline for the first time 
during this cycle,” and outside clearings, 
whose cyclical peak occurred in the third 
quarter of 1883, declined drastically in 
the second half of 1884. As expected, 
railroad profits declined, and, though the 
percentage decline in aggregate earnings 
was not large, it is hardly surprising that 
the number of railroad miles built suf- 
fered a further decline in 188s. 

The year 1884 was also marred by a 
bank panic in New York. On May 8a 
brokerage firm named Grant and . +rd 
failed, dragging down with it the Ma.ine 
National Bank, which had overcertified a 
Grant and Ward check for $750,000. 
Five days later the Second National 
Bank had to close its doors because the 
president had stolen three million dol- 
lars. A run caused the Metropolitan 
Bank to close the next day, and panic 
ensued: stock prices plummeted as at- 
tempts were made to raise cash and re- 
call call loans. Interest at one point rose 
to 4 per cent for twenty-four hours, coun- 
try banks started to recall their funds, 
and there were many more failures or 
suspensions. It is plausible to think that 

*s Investors’ Supplement to the Chronicle, April, 
1884, pp. 1-3 


% Cf. Chronicle, January 3, 1885, p. 9: * In no de 
partment was the decline in activity more con 
spicuous than in the flagging manufactures, the de 
creased mining, and the comparatively small amount 
of railroad building. Not only was there no induce 
ment to engage in new work, but in manufactures 
and mining the low prices of products necessitated 
the cutting down of work and wages in every way 
possible, and many furnaces, mills and mines were 
closed. The production of pig iron was cut down 
but still the demand fell off rhore rapidly than the 
production, and prices did not strengthen.” 


the coincidence of the Marine and Second 
National Bank failures started panic 
only because it occurred at a time of in- 
creasing business depression; but the 
government's silver policy, which under- 
mined confidence, was a contributory 
cause.*’ The panic did not last long 
Steps were taken immediately to issue 
clearing-house certificates. The defalca- 
tion of the Second National was made 
good, and both it and the Metropolitan 
reopened at once. Capital flowed in from 
Europe to take advantage of high inter- 
est rates and low stock prices. Confidence 
returned quickly. During the panic the 
New York banks contracted their loans 
noticeably, but this was largely made up 
by an inflow .of funds from country 
banks. It would be dangerous to reason 
that, because the downswing seemed to 
accelerate during and after the panic, the 
panic intensified the downswing. Any 
significant influence of the panic on busi- 
ness must have operated through in- 


creasing pessimism.®* However, the fact 
that the panic did not dangerously affect 


act of Secretary of the 
ind coin between two and four 


* Under an 1878 the 
Treasury had to buy « 
million dollars worth of silver every month. In prac 
tice he alwavs bought the minimum, but, as silver 
sold at a discount, this meant coining upward of $24 
million of silver a vear. The depre ssion in 1883 made 
The banks therefore held onto 
Treasury in 


redundant 
their gold and mad 
This led to fears that the gold standard could 


money 
payments to the 
silver 
not be maintained, especially when the subtreasurer 
in New York City hinted that the Treasury might 
have to start settling its clearing-house balances in 
silver. Foreigners started selling American securities, 
and gold flowed out, depleting Treasury reserves still 
further. Beginning in the fall of 1884, the Treasury 
found various ways of complying with the act with 
out endang« ring the « irrency, and there were no 
serious repercussions from the silver policy until the 
1890's (William J. Lauck, The Causes of the Panic of 
1897 [Boston and New York: Houghton Mifflin & 
Ce., 1997 pp 

** Oliver M. W. Sprague, History of Crise 
the National Banking System (61st Cong., 2d sess.; 
Senate Doc. No. 538 [Washington, D.C., 
pp. 108-23. See also Chronicle, January 3, 1885, p. 8. 
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the financial position of business is fur- 
ther indication of the comparatively 
sound condition of business at the onset 
of the depression. 


V. THE LOWER TURNING POINT (1885) 


As 1884 wore on into 1885, few signs 
were visible to indicate the coming end of 
the downswing.®’ Interest rates were low, 
but unless interest rates had more effect 
on investment than most modern econo- 
mists believe, this was significant more 
as showing that one of the conditions for 
an expansion was present (namely, a 
money supply capable of expansion) 
than as a factor for stopping contraction. 
Crops in 1884 were good, but not good 
enough to expand either the value of ex- 
ports or the profits of railroads. The 
Chronicle from time to time pointed out 
railroad securities which appeared under- 
valued on the market, but it did not urge 
investments in new building, which alone 
would have had real influence on busi- 
ness. 

Nevertheless, contraction gradually 
came to an end and gave way to weak 
revival in the course of 1885.7? The Na- 
tional Bureau dates the trough in May, 


* The Chronicle, however, thought differently 
‘The fact that the downward course [of security 
prices} has been steadily in progress for nearly four 
years that ‘liquidation’ in almost every trade 
and business has been thorough and complete, that 
we have been through a financial crisis of large di- 
mensions, that this came after a s:rinkage of great 
magnitude, and must therefore have uncovered the 
weak spots in the situation, that the gencral mer 
cantile community is unusually strong, and that the 
banks carry a surplus never before known in our his 
tory, would seem to argue that if we are not on the 
eve of a change for the better, we have at least seen 
the worst of the present era of depression” (ves 
tors’ Supplement, February, 1885, p. 1). Much of the 
Chronicle's argument, however, seems to be that, 
because matters have been so bad, they can't getany 
worse. Whatever we may think of the rationality of 
such reasoning (and my experiences in the army 
belied it time and again), if the business community 
in general believed it, it would constitute a psycho 
logical factor that would help bring contraction to an 
end 


which agrees reasonably well with sta- 
tistical data, contemporary comment, 
and the findings of other investigators. 
The most obvious and probably the most 
important factor limiting contraction 
was construction of buildings. Through- 
out the downswing this industry not only 
did not decline but actually continued to 
expand. Nor is this surprising. The 
mechanism of the building cycle, which 
reached its trough about 1878-80, appar- 
ently makes for upswings in building 
nearly a decade in length. Rents adjust 
slowly to supply-demand conditions, and 
the amount of building in any one year 
can have only a small effect on the total 
amount of buildings in existence."' More- 
over, if, as there is reason to believe, 
much of the stimulus for building came 
from the opening of new territories by 
the railroads, one would expect the influ- 
ence of the mileage added from 1880 to 
1883 to be felt for some years more. 

But railroad-building itself, which was 
to experience a great boom in 1886 and 
especially 1887, was at its lowest ebb at 
the time of the cyclical upturn. Thus the 
upturn occurred not because of the be- 
havior of railroad construction but in 
spite of it. The upswing did not become 
pronounced until railroad-building re- 
vived, but the lower turning point itself 
cannot be explained by any change in 
long-run investment prospects. Nor can 
it be explained by external events. The 
contraction process simply came to an 
end by itself, limited by what is nowa- 
days called ‘“‘autonomous”’ investment, 

London Economist, February 20, 1886, Supple- 
ment, p. 51 

' The historical evidence does not give a clear 
picture about the normal length of the building 
cycle, inasmuch as wars have so often exaggerated 
the troughs and lengthened the postwar upswing 
But for building to continue to expand throughout 
the depression of the early eighties is what we should 
expect to find even if we suspect the building-cycle 
upswing would normally be less than a decade 


by impossibility of induced disinvest- 
ment exceeding depreciation, and (pre- 
sumably) by the tendency for consump- 
tion to fall less than income.” 

As the prospects for business in general 
improved, so did the prospects for rail- 
road investment. The first half of 1885 
was marred by railroad rate wars, promi- 
nent among which was the attempt of the 
New York Central to crush the compet- 
ing West Shore road. This particular 
battle was settled in August, whereupon 
the trunk lines formed a strong pool to 
maintain and rates. 
Harmony among railroads then spread 
throughout the country, considerably 
improving prospects. The stock market 


soon to raise 


rose, making possible large speculative 
profits out of worthless stocks. Mean- 
while, those few roads in default on bonds 
were successfully reorganized, and traflic 
continued to increase with the growth of 
the country. Thus the stage was set for 
revival of railroad investment in 1886. 
But it seems more than coincidence that 
railroad-building turned up after the 
cyclical upturn. The improvement in 
general business was one of the causes of 
railroad revival.” 

* Although what we know about recent business 
cycles makes it almost certain that inventories play 
an important role, lack of data makes it difficult to 
assess their part in the upturn of 1885. One scrap of 
evidence, however, for what it is 
worth 1884 in all the 
branches of industry was carried over into 1885 


There was generally a large stock of manufactured 
goods to be worked off at low prices, and this to a 


may be given 


discouragement of 


considerable extent was accomplished, so that at the 
the surplus stocks were believed to be 
much than at the beginning of the year” 
Chronicle, January 9, 1886, pp. 37-38). This seems 
to indicate that the end of contraction enabled busi 
nessmen to dispose of excess inventories rather than 


end of 188s 


less 


that contraction came to an end because business 
men had worked them off 


' The factors entering into the revival of railroad 
investments are discussed by the Chronicle, January 
9, 1886, pp. 37-39, and January 8, 1887, p. 38, and 
in the Investors’ Supple ment to the Chronicle, August, 
1885, pp. 1-2; December, 1885, pp. 1-2; June, 1856, 
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The upswing continued to be sluggish 
during the first part of 1886."* But with 
good crop prospects and expanded in- 
vestment in railroad and building con- 
struction, the revival became vigorous in 
the last half of the year.” 

VI. CONCLUSIONS 

Gordon has defined major and minor 
cycles as follows: 

Major upswings are periods of rising or high- 
level investment (including government spend- 
ing) during which, even if cumulative downward 
spirals develop, long-term investment oppor- 
tunities ¢ therefore the 
self-correcting forces inherent in recessions are 
recovery in 


ntinue favorable and 


sufficient to bring about a new 
fairly short order. In major downswings, on the 
other hand, long-term investment opportunities 
become seriously impaired . , and hence the 
self-correcting forces inherent in recessions are 
either insufficient to generate any new cumula 
tive expansion at all (until long-term invest- 
ment Opportunities improve) or, if one is gen- 
erated, the ensuing upswing is too weak to gen 
erate as high a level of investment and output as 


prevailed before the major downswing began.* 

The business cycle of 1879-85 (count- 
ing from trough to trough) does not fit 
neatly into either of Gordon's categories. 
One’s first impulse is to call it a major 
cycle because of the cycle in long-term 
investment opportunities in railroads, 
the comparative severity of the depres- 
sion, and precedent.’’ But, to judge by 
performance, investment opportunities 
in the important field of building con- 
struction not only remained favorable 


p. 1; and August, 1886, p. 2. See also London Econo- 
mist, February 20, 1886, Supplement, pp. 6 and 28 

+ Banker's Magazine, May, 1886, p. 802 

*S Chronicle, January 8, 1887, p. 38 

* Robert S. Gordon, ‘‘Cyclical Experience in the 
Interwar Period: The Investment Boom of the 
Twenties” (mimeographed paper presented to the 

gray paper | 

Universities. National Bureau Conference on Busi 
ness Cycle Research, November, 1949), p. 3 

’? For precedents see Alvin H. Hansen, Fiscal 
Policy and Business Cycles (New York: W. W. Nor 
ton & Co., 1941), p. 16; Schumpeter, op. cil., p. 396; 
and Kitchin, op. cit., p. 10 
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throughout the cycle but actually im- 
proved. If a choice must be made, I still 
prefer to call 1879 85 a major rather than 
a minor cycle, but it is best to look at it 
as a hybrid 

The cye le conforms well to Schumpe- 
ter’s theory. The burst of railroad invest- 
ment, which provided the motive power 
of prosperity, began, as it should, after 
the upturn of general.”* 
Schumpeter’s schema calls for a relapse 
(or Kitchin cycle) during the prosperity 
phase; this can be identified with the in- 
terruption of expansion in 1880. The pe- 
riod from the middle of 1881 to the end 
of 1883 is as good an example as could be 
found of Schumpeterian recession. The 
railroad boom died out partly because 
available opportunities were pretty well 
used up and partly because of increasing 
disequilibriums growing out of innova- 
tion and the competing-down process 
(i.e., increasing competition among rail- 
roads made it more difficult to calculate 
costs and revenues). The behavior of out- 


business in 


side clearings gives some (though to my 
mind not wholly convincing) evidence of 
the Kitchin prosperity we might expect 
in 1883. The year 1884 and much of 1885 
Schumpeter rightly called Juglar depres- 
sion a movement away from equilib- 
rium as a result of the cumulative mecha 
nism. As one would expect from Schum- 
peter’s theory, the momentum of depres- 
sion died out of its own accord. The burst 
of railroad-building in 1886 87 can be 
considered as beloning to Kitchin pros- 
perity as well as Juglar recovery.”’ It 
may be thought awkward to regard the 


* The word ‘‘prosperity”’ is here used in Schum 
ter s sei eter div ded the cvcle into four 
phases: pre on, depression, and re 
vival. Prosperity and depression are movements 
away from equilibrium, recession and revival n 
ments toward equilit ». Although ‘‘revival” ar 
“prosper t\ together are t the same as ‘‘ex: an 
sion” in the terminology of the National Bureau, it 


a Juglar wuld begin 


od of expansion 


s clear that pr 


somewhere in the per 
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spurt of railroad investments of the early 
eighties as belonging to Juglar prosperity 
and that of the middle eighties to Attchin 
prosperity, but the difficulty can be 
overcome by considering the changing 
nature of railroad innovation. In the 
middle eighties railroad investment may 
be thought of as a routine part of railroad 
operations. The main lines had been com- 
pleted in 1882 or before; what remained 
was to build feeder or complementary 
lines. A change of this sort in the char- 
acter of innovation had been going on 
throughout the railroad Kondratieff, the 
early innovators paving the way for the 
later ones as Schumpeter’s schema would 
lead us to expect; but we can appropri- 
ately mark a change in the eighties and 
interpret events in accordance with 
Schumpeter’s schema rather than in op- 
position to it. 

It is not surprising that the facts of 
this period seem to bear Schumpeter out, 
for his theory was deliberately designed 
to fit history, particularly the history of 
the railroad era. But the facts also fit an- 
other theory, that of Hicks.** This theory 
is based on the assumption that the co- 
efficient of induced investment (or ac- 
celerator) is explosively high. The down- 
swing is prevented from going on to zero 
employment by (1) the impossibility of 
induced disinvestment exceeding depre- 
ciation together with (2) the existence of 
autonomous investment. The tendency 
of autonomous investment to rise over 
time eventually (as excess capacity gets 
worked off) initiates an expansion which, 
in consequence of the explosive accelera- 

* The chart which Schumpeter gave on p. 213 
(op. cit.) suggests that the Kitchin prosperity should 
come before the end of Juglar depression, but I can- 
not see that this is a necessary part of Schumpeter’s 
three-cycle schema. Only at positions of equilibriums 
are the phases of the three kinds of cycles rigidly 
determined 

*° John R. Hicks, A Contribution to the Theory of 
the Trade Cycle (Oxford: Clarendon Press, 1959). 


tor, ordinarily proceeds on to full em- 
ployment. This explanation of the lower 
turning point fits 1885 very well indeed. 
Autonomous investment is plainly visible 
in the form of buildings as well as some 
railroad mileage. A certain amount of 
evidence, direct and indirect, can be 
found for the proposition that excess 
capacity developed in the downswing, 
and we can reasonably infer that this was 
instrumental in bringing the downswing 
to an end. In this case the excess capacity 
(in the railroads at least) was worked off 
more through the growth of population 
and crop production than physical de- 
terioration, but this is scarcely an impor- 
tant qualification to our judgment of 
Hicks’s theory. As far as the upturn is 
concerned, Hicks’s theory is more il- 
luminating than Schumpeter’s. 

Hicks’s theory*supplies two explana- 
tions of the downturn." In the first, the 
upswing is brought to an end because of a 
ceiling to output set by full employment 
and limits (if any) to expansion of the 
money supply. The downturn follows as 
a result of the operation of the accelera- 
tion principle. In the case of 1882, there 
is no reason to think either of these 
checks operated to any important de- 
gree. The labor supply was increasing 
rapidly, and no real stringency was felt 
in money markets. Moreover, the rail- 
road boom seemed to die out from lack of 
momentum rather than external check. 

Hicks’s other explanation of the down- 
turn (and the one on which he lays less 
stress) depends on the possibility that 
the accelerator may be explosive only in 
the sense that it would generate cycles of 
ever increasing amplitude if nothing in- 
terfered. The first cycle, on this assump- 

* Perhaps I should say that Hicks has three ex 
planations of the downturn, but the third—a slump 
in autonomous investment--was better formulated 
by Schumpeter and is given little emphasis by Hicks. 


Hence, the extent to which the facts conform to it I 
regard as less to Hicks’s credit than Schumpeter’s. 
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tion, need not reach full employment, 
and since every downswing is apt to be 
interfered with by the limit to induced 
disinvestment, every expansion may be 
considered as the start of a “‘first’’ cycle. 
Hence, the interaction of the multiplier 
and the accelerator may produce the 
downturn without the operation of the 
ceiling even though the accelerator is 
(slightly) explosive. 

This explanation needs only a little 
adaptation to be applied to 1882. In that 
year no ceiling was reached in spite of 
full employment. This is a possibility 
which apparently was not precisely en- 
visaged by Hicks but which fits very 
nicely into his theory. We can suppose 
that the downturn resulted because the 
accelerator was too small to produce ex- 
ponential growth. The fact that freight 
ton-miles did not increase at all from the 
first quarter of 1882 through the second 
quarter of 1883 affords evidente that the 
acceleration principle caused the decline 
in railroad building.” 

But it seems to me that Schumpeter’s 
theory— involving a burst of innovation 
which dies out because opportunities are 
used up and because disequilibriums de- 
velop while the competing-down process 
brings on recession is more illuminating 
and convincing than any attempt to re- 
gard the railroad boom and collapse as 
part of a process of interaction between 
multiplier and accelerator.*’ Inasmuch as 
Hicks’s theory is more useful than 
Schumpeter’s at the lower turning point, 
the cycle as a whole encourages the idea 
of synthesizing the two theories. 

"It is difficult to understand why freight ton 
miles did not continue to rise in view of the rise in 


the indexes of manufacturing, crops, and transporta 
tion and communication. Moreover, gross earnings 
of railroads rose in 1882, a fact which is hard to 
reconcile with the behavior of freight ton-miles and 
the probable behavior of freight rates 

3 Cf. W. W. Rostow, ‘‘Some Notes on Mr. Hicks 
and History,” American Economic Review, June, 
1951, esp. pp. 321-22 
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Defense without Inflation. By Acpert G. Hart 
New York: Twentieth Century Fund, 1951 
Pp. xiv + 186. $2.00 
The symptoms seem always to be the same 

too few cars produced —but the disease is entire 

ly different. Fifteen years ago it was the problem 

1 deficiency in demand 

nto the future, it is the 

an excess of de 


of secular stagnation 
Now, and ind 
problem ot secular inflation 


elinitely 
mand. The cure, which was once to create new 
demand, is today an unpalatable dose of de 
stroving demand. Professor Hart, assisted by 
the Twentieth Century Fund’s Committee on 
Economic Stabilization, the general 
» be followed in these changed circum- 


outlines 
poli vt 
stances 

There is nothing new about the problem of 
stabilizing an economy threatened with infla 
tion. We did it with fair success in World War 


II. But today’s economic problem is far more 
ditheult. For one thing, we must be ready to 
deal with inflationary pressures for years. 


Second, our policy must prepare the economy 
for full mobilization at time. Stabilizing 
when faced with today’s military requirements 
our stabiliza 


any 


is thus only part of the difficulty; 
tion policy, if it is to contribute to our defense, 
to mobilize 


bec: 


must also strengthen our ability 
all our resources, whenever that may me 
Hecessa;©ry 

Phe author’s treatment of these problems is, 
at a certain level, very satisfactory. The defense 
goal and the inflationary dangers implicit in it 
Ihe probable time path 
nse effort on the unrealistic (to me) 
n oof no Russian countermoves 
Phen all the tools of anti-inflationary 


are clearly described 
of the defe 
assumpti is 
indicated 
policy are examined; and the chest is filled with 
an array of new taxes, allocations, price freezes, 
controls over stock-exchange credit, etc. While 
tht differ as to details 
haps that too littl has been learned from our 
failures during World War II, one cannot deny 
that this policy, if adopted, would give us 
the context of annual defense ex- 


one mi »« mplaining peer 


stability in 
penditures rising to perhaps seventy billion dol- 
lars and tapering off after a few years to, say, 


fifty billion dollars. But this is not the context 


70 


in which the policy must be judged. In the more 
realistic one, a readiness economy which must 
at every instant be prepared for full mobiliza- 
tion, the recommendations scem likely to give 
us inflation without defense. Although those 
who prepared the study were conscious of the 
much stiffer requirements their program must 
meet (cf. pp. 37, 16g), it seems to me that they 
failed to test it against these 

For one thing, the noms 
loss of strength and flexibility from a long-con- 
tinued adherence to these policies. The adverse 


requirements. 


would suffer a 


effect of high-enough tax rates upon labor 
recruitment and production efliciency should 
be remembered. The adverse effects of direct 
controls upon resource allocation and our 


d changes in the patterns of 
We would get 
a readiness economy in terms of a munitions 
stockpile, but not an economy 
should like, to mobilize for hot wer 

Second, since the administrative apparatus 
proposed would not be suitable for full mobili- 


ability to meet rapi 
requirements should be noted 


as ready as we 


zation, a second unreadiness would be created. 
The intensification of the controls urged for, 
No policy of 


ho 


say, 1952 would be inadequate 
taxes with direct ¢ that 
1044 policy, would secure the goals of tomor- 
row’s full mobilization. And if from a 
technical standpoint it could work, it would be 
too centralized and hence too vulnerable. If 
quite different principles for control must be 
followed, we should learn how to use them dur- 
ing the periv d of readiness. Otherwise we en- 
courage ad hoc improvisation 

The program outlined in this study, while 
is not able to 


ntrols, Is to say, 


even 


adequate to the needs of 1951-52, 
achieve objectives we have all accepted but 
which far more demanding. It promises 
only inflation and a 
weak national defense. 

It is clear that there is no easy solution to the 
problems of a readiness economy. But a neces- 
sary step is to persuade the public that defense 
costs a lot; that there is no point in ordering 
some of it unless we are willing to pay for it; and 
that payment cannot be made in half-doses of 
1944's medicine. This the book under review, 

for all its clarity, its adequate setting-out of 


are 
a weak defense against 
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the problem, and its technically able discussion 
of individual anti-inflationary measures—fails 


tw do 


Lorie TARSHIS 


Stanford University 


Economics of Employment. By Ansa P. LERNER. 
New York: McGraw-Hill Book Co., 1951. 
Pp. xv + 397- $3.50 
Professor Lerner’s interest in the theory of 

employment is a long-standing one, and his 

contributions to the theory and its understand- 
ing are numerous. They have included one of the 
earliest “translations” of Keynes’s General 

Theory and the novel statements of theory and 

associated policy proposals which Lerner titled 

“functional finance.”” Many economists have 

looked for the Economics of Employment to 

push further the frontiers of employment theory 
or further to clarify the existing theory 

‘he Economics of Employment is directed 

primarily toward providing those who have had 
little or no previous training in economics with 
an oversimplified theory of what determines 
the level of employment and the kind of eco- 
nomic policy which follows from this theory. 
It also includes excursions into explaining the 
reasons for the somewhat less than universal 
acceptance of the proposed polic y, if not the 
body of theory upon which the policy is founded. 
The core of both the theory and the policy is 
that of “functional finance,” with modifications 
which take into account some of the criticisms 
which have been leveled against this theory and 
with discussion of some problems not previously 
so elaborately treated by Lerner—particularly 
trade-union wage policy and stability of ex- 
change rates as related to a stable price level 
and full employment. 

I hope that I am not competent to view the 
book as one of the class of readers for whom 
Lerner has written. The comments which are 
offered here are thus the result of viewing the 
book in a setting for which it was not intended. 
Nevertheless, 1 believe that Lerner’s intelli- 
gent, but untrained, readers will fall largely into 
two groups: (1) those who will accept the 
prescriptions without understanding them and 
(2) those who will feel that believers are the 
victims of “black magic.’ 

One must admire Lerner’s ability to strip 
away the trappings and reveal the basic struc- 
ture of the theory. However, some relatively 


important pieces are missing or have been in 
adequately fitted into the basic schema. For 
example, the reader is initially informed that 
the volume of employment depends upon the 
rate of spending, implying that aggregate de- 
mand alone determines output and employment. 
This position is subsequently modified in an 
interesting discussion of “high and low full 
employment” (chap. xiii), the assumption 
apparently being that at less than low full 
employment output is perfectly elastic with 
respect to price but that at employment levels 
between low and high full employment the real 
wage or the degree of monopoly must decline 
as output is expanded. The determinants of 
the rate of spending are government expendi 
ture, income, and the rate of interest. Subse- 
quently, in the discussion of public debt, mone- 
tary assets and the price level are included as 
determinants of the quantities of goods and 
services which buvers are willing to take from 
the market, but the initial description is not 
complicated by this useful fiction. Similarly, 
in the initial theory of interest (chap. vii), the 
author stresses that shifts in the investment 
function or the savings function need not 
change the rate of interest. This follows from 
the assumption that the quantity of money 
demanded depends only upon the rate of in- 
terest, the quantity of money supplied being 
autonomously determined. However, this con- 
clusion is also subsequently modified (chap. 
xvii) when income is introduced as a variable 
affecting the quantity of money demanded. 
These different systems do not appear to be 
offered only as descriptions of the reasons for 
the different conclusions which result from 
including different variables in the different 
relations. Conflicting though thev are, 
appears to be offered as a description of reality 
I wonder whether the intelligent, untrained 
reader will be confused or enlightened by the 
subtle alterations in assumptions. 

Although Lerner has taken account of some 
of the criticisms which have been 
toward some of his previous statements of 
theory and policy, | believe that he has ignored 
many of the more important ones and that his 
analysis is still open to the charge that his pre- 
scriptions are primarily exhortations to do 
good and that he has not supplied his readers 
with an adequate blueprint of when to do what. 
Such a charge is not adequately answered by 
the demolition of “straw men” representing 
some of the less valid reasons for opposing 
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linance or by the discussion of 


limitations of existing dynamic theories. Some 


inctional 


forecast must be made as a basis for taking 
Although Lerner does not commit him- 
a forecast equation, one which would 


action 
self to 
fit his policy prescriptions is that, in the ab- 
sence of a change in policy, tomorrow would 
be like today. While such a forecast equation 
may be the best that can be formulated, the 
poor forecasts which would result from it should 
lead to little confidence in our ability always to 
make things better (unless they are really bad) 
by the techniques of functional finance 

| am highly sympathetic with Lerner’s de- 
sire to inforn However, I be- 
lieve that they should be informed of how little 
as well as of the progress we have 
made. To state that the techniques of functional 
finance would be useful if we could clearly recog- 
nize a bad situation is one thing. But to imply 


the uninformed 


we know 


that most situations can be classified as war 
ranting or not warranting action and that this 
classification will alwavs lead to taking action 
when we should take it is another 

Although this book may not fulfil the func 
tion for which it was written, I believe that it 
will be highly useful as a text in more advanced 
courses in the theory of employment, where its 
content can be appraised in the light of alterna 
tive theories and empirical observations not 
presented in the book itself 


O. H. BRowNLEE 


University of Minnesota 


Tae Search for Peace Settlements. By REDVERS 
Washington: Brook- 
xvii+ 366. $4.00. 


Opte and 


ings Institution, 


The Brookings Institution has rendered a 
current politics by 
this single volume the salient 


service to students of 


assembling in 
points in the disappointing histories of the post- 
settlements. Separate 
chapters are devoted to Italy, 
\ustria, the Axis ‘satellites’ of eastern Europe, 
Japan, and Korea. The whole is prefaced by 
a running account of relations between the 
Western Allies and the Soviet Union over the 
twelve-vear period ending in 1945. The story 
is brought to the beginning of 
leaving the reader a collection of nightmares- 


war attempts at peace 


Germany, 


down 1951, 


cum-untinished business 
Mr. Opie and his co-authors have prepared, 


chapter by chapter, a careful, powerful, and 
usually dispassionate indictment of the Soviet 
Union. “Whichever way we turn,” as the short 
summary chapter has it (pp. 333-34), “the polit 
ical malevolence of the Soviet leaders stands 
out as the great destructive influence that 
dashed the hopes for achieving unity among 
the major powers and obstructed the processes 
f peace-making.” Soviet duplicity and insin- 
cerity are suspected in the “Popular Front” 
against fascism in the middle thirties. Suspi 
cions increase through the Nazi-Soviet Pact, 
through the wartime alliances and conferences 
of 1942-45, and through each of the postwar 
negotiations, successful or otherwise. The West- 
ern Powers are criticized only for failure to 
forecast the Soviet postwar attitude, failure to 
contain the Soviets farther east in Europe, and 
failure to maintain a greater degree of mobili- 
zation after 1945. (This criticism is mild and 
temperate, since hindsight plays so great a part 
therein.) For a suggested solution to the East- 
West conflict one looks in vain. Such suggestions 
are no part of Opie’s task. 

However effective as a scholarly indictment 
of Soviet policy . this book is not vet a scholarly 
judgment. The Soviet position on point after 
peint is presented sketchily if at all and usually 
passed over as a tissue of fabrications. Virtually 
no Russian, eastern European, or Chinese 
sources have been consulted. Soviet charges 
against the West are treated as falsehoods un- 
worthy of detailed examination. In short, the 
book is frankly uncompromising in its outlook 
Even while accepting many of its conclusions, 
I should have liked to see a fuller marshalling 
of the pposing evidence. 

Although Opie is an economist, he and his 
associates act here like historians in the nar 
rower sense, remaining on the legalistic and 
ethical short-run surface of events. No reader 
relving on their account can appreciate the 
underlying Soviet and Chinese conviction that 
we propose eventually to use Germans and 
Japanese as cannonfodder in a grand invasion 
of their homelands. This conviction is basic 
in present-day Marxist-Leninist theology. It 
unifies Soviet policy from the Soviet viewpoint, 
just as “Soviet imperialism” or “the political 
malevolence of the Soviet leaders” doe s from 
Opie’s. A volume which accepts one view and 
ignores the other is useful as an indictment, or 
as propaganda in wars of varying temperatures. 
It cannot be a final verdict or offer any positive 
contribution to a settlement. But in what 
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country, or by what historian, can there yet 
be written the sort of volume I had hoped to 
see? And, if it appears, will it be a volume or an 
encyclopedia? 

M. BRONFENBRENNER 


University of Wisconsin 


Philosophical Foundations of English Socialism. 
By Apam B. ULam. Cambridge: Harvard 
University Press, 19051. Pp. 173. $3.75. 


It would have been helpful if Mr. Ulam had 
undertaken at the outset to say what he means 
by the term “English socialism” in his title. If 
he means, as would seem logical, the theory and 
practice of the British Labor Party, the book 
certainly does not measure up to its title. This 
may be unfair, because Ulam may have had 
something else in mind, but his failure to dis- 
cuss the problem at all makes it almost im- 
possible to avoid being unfair. 

Kingsley Martin, the editor of by far the 
most influential British socialist magazine now 
being published, the New Statesman and Nation, 
recently remarked that “the Chapel and the 
Chartists, Owen and Morris have provided the 
vision of British socialism.” Ulam has next to 
nothing to say about any of these forces. 
“Chartism,” “Owen,” and “Morris” each have 
one reference attached to them in the Index, 
and there is no explicit discussion of the role of 
religion in shaping the character of British so- 
cialism. By contrast, approximately one-third 
of the book is devoted to three nineteenth-cen- 
tury idealist philosophers (Green, Bradley, and 
Bosanquet), and most of a long chapter to the 
contemporary idealist political thinker, A. D. 
Lindsay. No attempt is made to show how these 
various theorists have actually influenced the 
British socialist movement, either philosophi- 
cally or practically. 

By contrast, one chapter is devoted to the 
Fabian Essays, which is surely one of the keys 
to every aspect of British socialism. But it is a 
short chapter (only six pages) and brings out 
nothing that one would not expect to find in any 
competent textbook. For example, the profound 
influence of classical economics on the Fabians 
and, through them, on British socialism is com- 
pletely missed by Ulam. 

One chapter (sixteen pages) treats what are 
surely peripheral topics today, namely, plural- 
ism and gild socialism. And here, as elsewhere, 
Ulam fails to make connections between the au- 


thors he discusses and the present-day British 
political scene. In this case, it is perhaps worth 
noting, Ulam passed up a good opportunity, for 
G. D. H. Cole, the chief early proponent of guild 
socialism, is still very much alive and active in 
the British labor movement. It would have been 
interesting and useful to discuss his develop- 
ment and his influence over the years. 

The final chapter, entitled (irrelevantly, as 
far as I can see) “The Theory of Reform,” deal 
with the growth and accomplishments of the 
Labor party in the period since World War I. 
The part which will interest economists most is 
the discussion of the relation between Keynesian 
ideas and the Labor party's economic program. 
Ulam very sensibly refrains from asserting the 
existence of well-defined causal connections: on 
the whole, his position is the valid one that both 
Keynesian ideas and the Labor party's program 
are reflections of such objective factors as 
Britain’s changed international position and the 
Great Depression There is another point of in- 
terest to economists on which Ulam takes what 
I believe to be a sound position, though it will 
irritate a large part of the profession: “The ar- 
gument that social and economic planning is 
inherently wicked, destructive both of political 
freedom and of economic prosperity, is not likely 
... to carry much weight in this age. The logic 
of social events is sometimes different from that 
of pure economy, and even if the economic argu- 
ment of Mr. Hayek . . . were sound, there is no 
reversing of the tendency which has dominated 
political and social life in the West for some 
time”’ (p. 149). 

This book has interesting and pertinent 
things to say, but its title is misleading; and it 
suffers severely from diffuseness and lack of 
structure. 

M. SWEEZY 


Wilton, N.H 


Private Property. By RicHaRD SCHLATTER 
New Brunswick, N.J.: Rutgers University 
Press, 1951. Pp. 281. $2.50. 

Schlatter’s Private Property is, as the author 
states, an essay rather than an exhaustive 
work. But it is a carefully done, valuable essay 
which traces the essential continuity, from the 
time of Plato to the present, of one of Western 
civilization’s most important philosophical con 
cepts—the origin, nature, and justification of 
private property. Its subtitle, “The History of 
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an Idea,” indicates the author’s concept of the 
scope of his analysis 

The keynote of the discussion is struck in 
the first chapter: ‘“‘Since Plato and Aristotle 
wrote, no one has been able to think about 
property without asking, as they asked, whether 
or not it is natural.’’ Once mankind began to 
seek a dependable justification for the fact of 
private property, that is, an ultimate reason for 
the right to exclude others from the use of one’s 
property, a profound problem was opened up 
which has engaged human thought through the 
subsequent centuries 

The bounties of nature were freely appropri- 
ated by primitive man to satisfy his immediate 
needs. But, by the time that Plato and Aristotle 
hegan to consider the nature of property, men 
had already acquired a wide range of private 
ownerships. Since a right of private property, 
by its very nature, and whether based upon 
custom, statute law, or royal edicts, gave to the 
property holder the right to exclude others 
from using what was Arts, the ancient thinkers 
faced the problem: By what right does this man 
exclude that man from the use of this property? 

Schlatter traces from the time of Plato the 
efforts of a wide variety of thinkers to answer 
this question. It soon became apparent that 
the concept that the answer was in the laws of 
nature left many aspects of the right of private 
property inadequately explained. Efforts to 
base the right to property upon labor failed to 
cover situations where property was acquired 
without specific labor. The laws of a nation and 
the laws of nations were found to protect rather 
than philosophically explain private property. 
The idea that the right of private property is 
justified by social expediency gives a pragmatic 
rather than a philosophical explanation. 

This is an interesting little book which 
vividly depicts the interplay of the economic 
of different centuries and the current 
realities. 


realities 
intellectual 
Schlatter reveals how stubbornly realities con- 
tinue to develop regardless of whether or not 
they find philosophical justification; likewise, 
how closely thinking has followed the trend of 
the realities 


interpretations of those 


Don D. LEScoHTER 


University of Wisconsin 


Greaness 1 Decline of Planned Economy in 
the Hellenistic World. By 
Berne: A. Francke ag. Verlag, roso. Pp. 48 


Swiss tr 4.80 


This reprint in pamphlet form of a review by 
Dr. Einaudi, president of the Republic of Italy, 
of Rostovtzeff’s Social and Economic History of 
the Hellenistic World, published in 1941, ap- 
peared in Ayklos, the International Review for 
Social Sciences, in 1950. It can hardly be called 
a review of Rostovtzeff’s great work but rather 
an exposition and commentary upon that sec 
tion which deals with the planned economy of 
Egypt under the Ptolemies from 323 to 30 B.c. 
In fact, it might reasonably be objected that 
the term “Hellenistic” as used here is somewhat 
of a misnomer. The Hellenistic world comprised 
far more than Egypt. The Greeks had spread 
over Asia Minor and as far as the frontiers of 
India; but of the internal economy of the em- 
pire of the house of Seleucus our knowledge is 
very imperfect 

When the Macedonian conquerors imposed 
their rule upon Egypt, they found a system of 
centralized control of economic life under the 
Pharaohs, which they extended and made more 
efficient. Their Greek followers were given es 
tates and their soldiers small holdings, in return 
for which they were required to market their 
produce through roval agents. The native 
Egyptians were regimented and, to a large ex- 
tent, “collectivized,” very much as the Russians 
today. While the central government was strong 
and the civil service efficient and tolerably hon- 
est, the system worked well and without too 
great friction or discontent among the peasant- 
ry. As the power of the Ptolemaic dynasty grad- 
ually declined through degenerate monarchs, 
who wasted their resources in insensate rivalries 
and disastrous wars with the Seleucid rulers of 
Asia, the economic system fell more and more 
into decrepitude. The civil service became cor- 
rupt and tyrannous, and the peasantry was 
driven to despair and revolt. 

The lessons which may be learned today 
from this highly interesting experiment are very 
plain. So long as the central government is 
strong and its servants efficient and reasonably 
honest, so long can a centralized system of con- 
trol over economic production and distribution 
work well. Let inefficiency and corruption sap 
the strength of the ruling class, and the system 
will break down. 

So far the exposition of the downfall of 
planned economy in Egypt is plain and indis- 
putable. But what may reasonably be objected 
to Rostovtzeff’s treatment of the problem, and 
after him Einaudi’s, is that they fail to realize, 
or rather to give sufficient emphasis to, the fact 
that the downfall of the Hellenistic kingdoms 
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came, not through any internal economic decay 
or inherent faults or weaknesses in their eco- 
nomic system, but rather from exhaustion 
through dynastic struggles. The Greeks, with 
the “political wrongheadedness,” which always 
plagued them and eventually led to their down 
fall, fought themselves to ruin and bankruptcy. 
Rome, at first reluctantly, was forced to inter- 
vene in a world where men were “a little mad.” 
In Egypt the Romans found a system of planned 
economy which, though badly run down, was 
still in existence and only needed strong control 
to restore to working order. This they provided, 
and the land proved to be the richest province in 
the empire. Egypt was only finally ruined when 
the Arabs misruled and mismanaged a land of 
hitherto inexhaustible riches. 

H. MICHELL 
Mc Master University 


Economic Resources and Policies of the South. 
By Carvin B. Hoover and B. U. Ratcu- 
FORD. New York: Macmillan Co., 1951. Pp. 
xi+ 464. $5.50. 


This book is the most complete yet written 
on the economic problems of the South. It is 
appropriate that it appear at this time. Among 
competent students there has come to be a 
genuine Consensus concerning the major aspects 
of the region’s economic situation. A few issues 
remain controversial, but the area of agreement 
is far more significant, and this book is largely 
representative of informed opinion. 

The cataloguing of factual data on resources 
of the South is exhaustive and comprehensive 
Greater selectivity would have perhaps made 
the presentation more effective, since the data 
seem occasionally to obtrude upon and to ob- 
scure the underlying analysis. The authors’ ear- 
lier and briefer report was superior in analytical 
conciseness.’ The addition of a concluding and 
summarizing chapter is needed to integrate the 
separate areas of the study into a meaningful 
base for policy prescriptions. It is unfortunate 
in some respects that data for Oklahoma and 
Texas are included in most of the southern 
series. While cotton culture is a common factor, 
linking these states economically with the re- 
maining eleven, other features clearly isolate 
the problems of these states. 

The economic problem of the South is pri- 

* Report of the Joint Committee on the Economic 
Report on “The Impact of Federal Policies on the 
Economy of the South,”’ reviewed in this Journal, 
LVIII (April, r950), 181-85 


marily that of southern agriculture. Historical 
and institutional factors, which are not suffi 

ciently emphasized in this book, have created a 
situation in which the ratio of labor to land and 
capital resources is relatively very high. Normal 
adjusting forces, although operative, have been 
prevented from being fully effective for several 
reasons. The result has been a continuing de 
terioration in the terms of trade between the 
agricultural and the nonagricultural segments of 
the economy. This worsening in the terms of 
trade is correctly stressed. Recognizing that the 
protective tariff policy is no longer of major im 

portance, the authors attribute this worsening 
largely to the quasi-monopolistic character of 
the nonagricultural sector as opposed to the 
more Competitive structure of agriculture. This 
does explain much, especially in regard to the 
particular shifts in terms of trade during periods 
of economic recession. But over a longer period, 
equally important is the fact that secular in 

creases in supply of all basic agricultural prod 

ucts have tended to exceed secular shifts up 

ward in demand. Farmers, faced with these diffi 

culties, have been able to improve their relative 
income position by direct governmental inter 

ferences with markets. The authors of this book, 
holding that free agricultural markets are per 

haps not politically possible, support a system 
of countercyclical income subsidies in lieu of 
price supports. 

The authors are eclectic concerning the highly 
controversial issue of the North-South wage dif 
ferential, and the impression is conveved that 
they are not happy about discussing it at all 
In common with others, they tend to confuse 
the “justice” of the wage differential with its 
economic causes. The issue is essentially one of 
greater freedom versus greater interference with 
labor markets in both the South and the non- 
South. Can the goal for the southern region, 
higher incomes, be best promoted by encour- 
aging greater freedom in the purchase of its 
most abundant resource? Or can this goal be 
better achieved by encouraging further inter 
ference, either by government through the es 
tablishment of minimum wages or by trade- 
unions through the forced removal of wage dif 
ferentials? Greater freedom of markets in the 
sale of products is vigorously espoused, since 
this is held to improve the South's terms of 
trade with the rest of the nation, buf no such 
conclusion is reached concerning labor markets. 
This inconsistency in the analysis of the South's 
problem will, for many, be the major weakness 
of the book. 
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Hoover and Ratchford emphasize that con- 
tinued relative progress for the South depends 
primarily upon the maintenance of a prosperous 
expanding national economy. Policies designed 
to insure this development stimulate both in- 
dustrial expansion into the South and the mi- 
gration of workers out of the South. It may be 
observed that the conditions imposed by a mobi- 
lized economy, coupled with an apparent politi- 
cal inability to deal with domestic inflation, will 
probably cause this relative progress to con- 
tinue. 

J. M. BucHanan 
Florida State University 


Economic Survey, 1919-1939. By W. ARTHUR 
Lewis. Philadelphia: Blakiston Co., 1950. 
Pp. 221. $3.00 
The book, or at least a good part of it, is de- 

signed to answer a fundamental question: 

“The sixty years before 1914 witnessed an as 

tonishing expansion of the world economy in 

area, in production, in interdependence, and in 
complexity. Why did progress reduce, not in- 
deed to a halt, but to a much slower pace after 

1918? Was this changé only the temporary con- 

sequence of the war ...? Could a return to 

prewar rates of progress have been expected, in 
the normal course of events, or has the world 
entered an era of relative economic stagnation?” 

(pp. 1213) 

The answer, Professor Lewis feels, lies es- 
sentially in the field of international trade. The 
relative stagnation of the interwar period was 
caused, he argues, by the diminishing growth of 
demand by manufacturing countries for pri- 
mary commodities which in turn limited the 
growth of primary countries’ demand for manu- 
factured goods. This is more than merely saving, 
as was commonly claimed during the thirties, 
that the severity of the Great Depression was 
due to the coincidence of an industrial with an 
agricultural slump. Lewis claims a definite 
causal relationship. He attempts to support his 
thesis by adducing statistical material, and 
while, as he admits himself, the evidence is not 
conclusive, the author is quite successful in es- 
tablishing a fair degree of plausibility for his 
thesis.’ 

The discussion of the pertinent statistical data 
is perhaps in spots a little infelicitous. The author de- 
duces an “important conclusion” from the fact that 
before World War I the ratio of volume of trade in 


Nevertheless, Lewis’ tendency to overem- 
phasize one factor at the expense of others 
evokes misgivings. After having mentioned 
briefly other possible factors working in the same 
direction, he states: “Nevertheless the signifi- 
cant point remains that if primary commodity 
markets had not been so insecure, the crisis of 
1929 would not have become a great depression” 
(p. 196). His discussion contains much too 
little weighing of the relative importance of the 
individual factors to justify such a definite 
statement. 

Much the same is true of Lewis’ attempt to 
attribute the long-run decline in the British 
rate of industrial growth to Britain’s having 
“ceased to be the workshop of the world” 
(p. 75). One would think that decline in the 
rate of industrial growth may be expected in an 
industrially mature country. Later in the book 
the author accepts this view explicitly in dis- 
cussing a number of retarding factors which 
have nothing to do with the industrialization of 
other countries (pp. 179-83). Since, until 1914, 
the rate of growth of British exports (computed 
from peak to peak of the cycle, as Lewis might 
have done) was consistently higher than the 
rate of industrial growth, and since in addition 
exports of manufactured goods constituted only 
a fraction of total industrial output, it is clear 
that factors other than industrialization must 
have been at work. 

Apart from the United Kingdom, special 
chapters are devoted to a discussion of interwar 
policies in a number of other major countries 
(Germany, France, United States, Japan, 
primary goods to that of manufactured goods varied 
inversely with the terms of trade and that the same 
relation prevailed after the war: “There was much 
groaning in the inter-war vears at the low level of 
the trade in manufactures, especially by those in- 
dustrial countries whose export industries were so 
badiv affected. But in fact the trade in manufactures 
was throughout the period at a reasonable level” 
(pp. 152-53). The author catches himself in the very 
next paragraph by saying that one might have de- 
duced equally well from the statistics that trade in 
primary products was at a reasonable level. But he 
does not succeed in removing entirely the confusion 
he has caused in the reader’s mind. For obviously 
no “important conclusion’’ with regard to the “‘rea- 
sonableness’’ of the level of trade follows from his 
data. On the other hand, no one can reproach the 
contemporaries for finding “unreasonable’’ a vol- 
ume of trade in manufactures whose ratio to that 
of output of manulactured goods was 25 per cent 
below what it had been in 1913. 
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U.S.S.R.). The German chapter is perhaps 
based too much on C. W. Guillebaud’s book 
(The Economic Recovery of Germany); this may 
account for the laudatory remarks on the Nazi 
drive in southeastern Europe, which is said to 
have redounded to the benefit not only of the 
countries concerned but possibly even of the 
world at large (p. 94). The author would have 
done well to extend the scope of his readings to 
include Howard Ellis’ Exchange Control in 
Centrai Europe. The French chapter is entirely 
too thin; but the chapter on the U.S.S.R. pre- 
sents a rather nice summary of economic devel- 
opment in that country, even though the author 
fails to explain correctly the paradoxical per- 
sistence of inflationary pressures in a strictly 
regimented economy (p. 129), and his conclusion 
that in 1934 “Russia was ready to give her 
people a steadily rising standard of living” 
(p. 135) seems to me to overlook essential con- 
nections between the maintenance of a high 
rate of investment and the mechanics of a dic- 
tatorial exercise of power. 

On the whole, this is a very original effort. 
Throughout, Lewis’ attempt has been to analyze 
and to interpret rather than merely to describe. 
The result is a most stimulating book which 


should prove to be of major usefulness in courses 
on recent economic history. 


ALEXANDER GERSCHENKRON 


Harvard University 


And So It Goes On: Further Thoughts on Present 
Mismanagement. By Roy Harrop. London: 
Rupert Hart-Davis, 1951. Pp. x+ 101. 6s. 


These essays represent a genus of informed 
journalism that is nearly extinct in this country. 
Originally written (apparently in considerable 
haste) for lay publications ranging from 
Horizon to the Financial Times, they assume 
both the willingness and ability of educated 
men to follow a reasoned discussion of economic 
problems from the printed page. As always, 
Mr. Harrod’s reader is on his own; he must 
make his way through a maze of capital cuts, 
devaluation, disinflation, and unrequited ex- 
ports, unaided by the convenient crutch of sar- 
casm, invective, handy slogan, or even simp)i- 
fying illustration. A pessimistic reviewer may 
doubt that his technique was especially effective 
for getting the more elementary truths propa- 
gated by our profession across to the readers of 
Horizon; but anyone who grew up with a well- 


thumbed set of the Encyclopaedia Britannica 
(11th ed.) in the house wil! find it wonderfully 
refreshing. 

Most of the ideas which Harrod shares with 
liberal economists, past and present, put in an 
appearance somewhere along the line—the so- 
cial usefulness of profit, the curse of inconverti- 
bility, the general crudity of socialist thinking 
about economic problems, etc. Chapter iii is 
likely to be of particular interest to American 
readers. Here Harrod reviews Planning and the 
Price Mechanism in a search for common ground 
with men of socialist persuasion, digressing to 
take issue with Professor Meade on the wisdom 
of seeking income equality through capital 
levies and death duties, and the effectiveness of 
the interest rate as a lever for controlling the 
price level. Once more the Labor Cabinet is 
castigated for inadvertently using nearly one 
half of the American loan to reduce its war debt 
held by the sterling area and blocking devalua- 
tion for so many months, although from Har- 
rod’s account it would appear that a large share 
of the responsibility for these errors must rest 
with the senior (and probably Conservative) 
officials of the Bank of England. 

The novel ideas in these essays, however, lie 
not in the author’s policy prescriptions—British 
economists generally hammer away at the need 
for retrenchment and a reduction in the state 
control apparatus—but rather in this perceptive 
concern with the problems of public opinion. 
Harrod holds that the decline in the quality of 
political discussion in Britain in recent years 
(which he ascribes in part to the passing of the 
Liberal party) paved the way for recent fiscal 
blunders and the persistence of wartime con- 
trols. This book may even strike the reader as 
one man’s effort to repair the damage. Harrod 
seems deliberately to employ an almost Victorian 
vocabulary (Britain’s honor is besmirched when 
she abandons convertibility) in order to empha- 
size the need for acknowledged principles in 
morals and doctrine if economic policy is to be 
formed intelligently. On balance, And So It 
Goes On is an eminently sensible, if occasionally 
querulous, commentary on recent economic de- 
velopments in the United Kingdom. 


DonaLp Dewey 
Duke University 


Georges Sorel, Prophet without Honor: A Study 
in Anti-intellectualism. By Ricuarp Hum- 
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PHREY. Cambridge, Mass.: Harvard Uni- 
versity Press, 1951. Pp. 246. $4.00 


Georges Sorel is known in this country as 
the author of Reflections on Violence—a book 
which by any literal interpretation is a curious 
mixture of wit at the expense of professors and 
politicians, arresting observations on history, 
and ill-tempered gibberish about the virtues of 
The author of this mono- 
graph makes a that Sorel 
should not be judged on one work alone but on 
his thought as it developed in innumerable 
books and articles over thirty years. Actually 
his connection with the Syndicalist movement, 
which inspired the Reflections, lasted less than 
five vears By tgtt he investigating 
the possibility of moral rearmament through 
the Action Professor Humphrey 

not Sorel’s limited 
political activity but rather with his proper 
place as a serious historian and philosopher 
He is at pains to show that Sorel—-his subject's 
notwithstanding—was not really 
In one sense (and one 
correct. A careful 
reading of the relevant passages in Sorel indi- 
cates that violence by definition is force em 
ployed without personal rancor or unnecessary 
bloodletting 

This monograph is at its best when the 
author is synthesizing and expounding Sorel’s 
sm of Marx, William James, and Berg 
ir outlining his views on the role of the 


proletar ian violence 


convincing case 


Was 


rancaise.) 


much concerned with 


rhetor 
a vicious authoritarian 


hery 


only) Humphrey ts 


sense 


critic 
son 
lawvers in the French Revolution, Socrates’ 
subversion of Athenian greatness, etc. As a work 
of exposition it is first rate—Humphrey does a 
better job of presenting the essential Sorel than 
ever did the master himself. In fact, Sorel the 
tireless critic of life and letters and friend to 
Croce and Halévy emerves as a not unattractive 
character 

As a work of criticism, however, the mono- 
graph carries little weight. Sorel’s claim to 
rank as an important philosopher is made to 
rest upon his insistence that man is not always 
(or even usually) a rational animal; while in 
the concluding chapter (written under the sub- 
script, ““f Albert Einstein”) Sorel’s 
claim to rank as a sage is based on his aware- 
ness that technological change creates prob- 
lems which are not likely to have idcal solutions 
within anv existing social framework. The man 
that Humphrey depicts is the very archetype 
of the seli-taught and disputatious 
enthusiasts wh the Socialist 


pone? 


book is! 
abounded in 
movements of an earlier day 


As previous critics have often emphasized, 
Sorel is an important figure in European 
thought because in his writings he wonderfully 
illuminates the common origins and fundamen 
tal affinity of such superficially incompatible 
movements as syndicalism, Catholic reaction, 
Italian fascism, and Russian-type communism 
and because in his personality he reveals in 
pathologically exaggerated form the universal 
hostility of the romantic idealist to parlia- 
mentary politicians who are perforce special- 
ists in negotiation and compromise 

Sorel abominated the preoccupation of 
most mortals with the everyday business of 
living and year after year extolled the noble 
“cause” which had the power to disrupt monot 
onous routine. Almost any cause, providing 
it furnished its adherents with a refreshing 
sense of mission, could command his approval. 
Protestantism and the Counter Reformation, 
Christianity and Greek paganism, Peter the 
Great and Lenin the extent 
that they had stirred (or compelled) the human 
race to self-sacrificing action. 

One writer has facetiously suggested that 
Sorel’s abiding hatred of representative govern- 
ment and its creatures was a reaction against 
the drabness of French suburban life and that 
he should have worked off his frustration by 
reading or writing detective stories. Humphrey, 


all were good to 


however, makes no effort to diagnose his sub- 
ject’s inability to give alleziance to a decent 
humdrum social order. He does not even note it. 


DonALD DEWEY 
Duke University 


Capitalism in Amsterdam in the Seventeenth 
Century. By Viotet Barsovr. Baltimore: 
Johns Hopkins Press, 1950. Pp. 171. $2.50. 


During the seventeenth century, as their 
city became the commercial capital of Europe, 
the merchants of Amsterdam were hated, en- 
vied, and imitated. English and French com 
petitors were astonished by the rapid growth 
of Dutch wealth, and many attributed this 
growth to unfair practices, by which they 
meant uncustomary practices. Miss Barbour 
examines Amsterdam’s business, finds that it 
did not flourish because of methods that were 
fundamentally new, and concludes that the 
city’s “golden age was rather the climax of a 
period of transition than the beginning of a new 
economic era.” 

But Miss Barbour does not offer an alternate 
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explanation for the city’s success. If it did not 
depend on the introduction of new business 
methods, then the merchants of Amsterdam 
during the seventeenth century must have made 
especially good use of the old methods. The 
outstanding economic institutions of Amster- 
dam were bank, fleet, insurance, bourse, and 
joint-stock company. All these, as Miss Bar- 
bour indicates, had some roots in the past, but 
the interesting question is why they worked so 
much better in Amsterdam and at that particu- 
lar time. Other cities had banks, but Amster- 
dam was the first to enjoy easy transfer of bank 
others had bourses and joint-stock 
but Amsterdam was the first to 


credits; 


companies, 


engage in speculative trade in shares; other 
men worked and saved, but the industrious- 
ness and parsimony of the citizens of Amsterdam 


were bywords. Presumably the difference was 
in the spirit of the men rather than the struc- 
ture of their institutions; but although Miss 
Barbour refers to the energy and imagination 
of Amsterdam merchants, she neither accounts 
for them nor carefully examines their effects. 

However, Miss Barbour’s monograph does 
not really aim at explanation, and her thesis 
about the grounds for Amsterdam’s success is 
beside her main work. She has devoted herself 
to describing the various enterprises in which 
Amsterdam capitalists invested, and in the 
course of this description she surveys more 
generally the city’s economic life. She has used 
a wide range of documents, many of them not 
readily available, and records her findings in 
a style much better than ordinary. As a spe- 
cialized inquiry, her work will no doubt be 
found very useful by students of the period. 

Yet even as a descriptive work, her study 
suffers a serious defect. Although her subject 
is “capitalism,” she neither defines it nor clearly 
identifies its manifestations in Amsterdam. 
There is little agreement among scholars on 
what capitalism is; like “‘mercantilism,” “‘capi- 
talism”’ is more often mentioned than reflected 
upon. Most historians probably agree in feeling 
that the best example of capitalism was the 
United States during the nineteenth century. 
Many of them believe that the prototype of 
capitalism was seventeenth-century Amster- 
dam, anc that belief is among the main reasons 
for the interest in the economy of the Dutch 
Republic. Current discussion of capitalism 
might benefit from a cogent description of 
early capitalism and even more from a compre- 
hensive explanation of its rise. If Miss Bar- 


bour’s study had accomplished either of these 
tasks, it would be still more valuable than it is 


WituaM L. Lerwin 


University of Chicago 


Comercio entre Venesuela y México en los siglos 
XVII y XVIII. By Epvarpo Arcita 
Farias. [México]: El Colegio de México, 
[1950]. 

The volume before us is worthy of special 
notice on two counts. It is a meticulously docu- 
mented monograph on economic history by a 
Spanish-American scholar, and it illuminates 
one of the neglected aspects of commercial 
activity in the former vast American empire 
of Spain. 

Latin-American scholarship in the past has 
devoted little attention to economic history 
In fact, the whole field of economies has until 
recently been largely neglected by our southern 
neighbors. Eduardo Arcila Farias, a voung 
Venezuelan, established his right to be heard 
by the publication in 1946 of an economic 
history of colonial Venezuela that revealed a 
degree of careful archival research rare in the 
historical bibliography of South America 

The new volume is to some extent a by 
product of the former. Its principal thesis is that 
for most of the Spanish-American provinces 
Important than 

Indeed, very 


intercolonial trade was more 
that with the mother-country 
few of the provinces, under the prevailing mer 
cantilist system, maintained direct or regular 
communications with Spain but were rather 
bound to it indirectly through the viceroyal 
ties of New Spain and Peru. The amount of 
maritime traffic with the metropolis was there 
fore not an index of the economic and political 
dependence of the American provinces. Mexico 
and Peru were the two centers whose influence 
extended throughout the entire continent and 
held together all parts of the empire as a single 
nation (pp. 18-19). From the standpoint of 
direct relations and 
one may almost speak of a Mexican colonial 
empire in America. A great number of the 
provinces had in Mexico their principal mar‘et, 
and to it they looked for financial aid or military 
succor in times of distress. 

This situation the author regards as in part 
a result of deliberate policy by the Spanish 
crown, which acted on the “principle of equilib 
rium,” manipulating the economy by restric 
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tions that gave to each province a certain 
prosperity guaranteed its 
progress even at the expense of provinces more 
fortunately endowed. When the regime of “‘free 
trade”’ was introduced under Charles III, these 
intercolonial bonds largely disappeared, the 
sense of imperial unity was weakened, and the 
provinces became small economic units that 
heralded the empire’s dissolution. 

In illustration of the above, Arcila Farias 
proceeds to develop at length the story of the 
commercial relations between colonial Vene- 
zuela and Mexico, especially the trade in cacao, 
the former’s most valued product. From the 
last quarter of the seventeenth century cacao 
was the chief source of Venezuela’s prosperity 
and the economic basis for its wealthy creole 
aristocracy. The book is rich in detail, analyz- 
ing not only the importance and the volume of 
trade between the two areas but the evolution 
of prices, freyght rates and taxes, the eccen- 
tricities of the customs administration at Vera 
Cruz, and the long struggle of Guayaquil to 
break the Caracas monopoly of the Mexican 
cacao market that ended in victory in the 
1770's with the establishment of imperial free 
trade. Contraband trade by the Dutch, an 
important factor in the Venezuelan economy 
in the seventeenth and eighteenth centuries, 
must have accounted for large exports of cacao, 
but it is barely referred to by the author. 

Arcila Farias’ book is an important contribu- 
tion to the history of European colonization 
before the nineteenth century. But it seems to 
me that in establishing his underlying thesis 
he somewhat overshoots the mark. It is ques- 
tionable whether the Spanish regulation of 
colonial commerce really contributed to the 
sentiment of imperial unity; whether the sys- 
tem was really inspired by the desire to keep 
the prosperity of all the provinces more or less 
in balance; and whether the intercolonial trade, 
such as it was, really served to maintain the 
cohesion of the provinces within the empire. 
No appears to that the dis- 
appearance of the cacao trade of Caracas with 
Mexico and its replacement by that with Spain 
was analogous with developments throughout 
the rest of Spanish America. Caracas’ loss in 
the Vera Cruz traffic was Guayaquil’s gain, 
and “free trade” resulted in freer intercoionial 
trade as well as greater traffic with the Spanish 
peninsula. And while it is true that the secession- 
ist movement from Spain followed shortly after 
the commercial innovations under Charles III, 


margin of and 


evidence show 
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the implication that there was a direct causal 
connection (p. 20) is difficult to follow. In so 
far as secession had an economic motive, it was 
a revolt against the remnants of a system that 
the Spanish crown was in the process of aban- 
doning. 

C. H. HARING 


Cambridge, Massachusetts 


Banking Reform in South Korea. By ARTHUR 
I. BLoomFIELD and P. JENSEN. New 
York: Federal Reserve Bank of New York, 
1951. Pp. 107. 

This booklet is the outcome of a mission to 
South Korea undertaken by the authors during 
the months between the autumn of 1949 and the 
spring of 1950—that is, in the period immediate- 
ly preceding the northern aggression against 
the South. The purpose of the mission was to 
investigate the banking system with a view to 
proposing changes that would make it an ef- 
fective instrument of national economic policy 
toward the immediate objective of stabilization 
and the longer-range aim of self-sustained de- 
velopment. Messrs. Bloomfield and Jensen 
were particularly well equipped with the 
theoretical knowledge and operating experience 
required to deal with these problems, and the 
booklet affords evidence of their awareness of 
the great complexities involved and the limita- 
tions of disposable means. 

Apart from the two introductory chapters 
dealing with the political setting and economic 
developments of Korea from the end of the 
second World War, the other three chapters— 
on monetary developments and the reform of 
the central bank and of other financial institu- 
tions——reproduce with some editorial changes 
the text of reports submitted by the mission to 
the Korean minister of finance. The appendixes 
give the text of the proposed banking statutes, 
which were passed, with some amendments, 
by the National Assembly of the Republic of 
Korea in April, 950. The reorganized Bank of 
Korea, in fact, commenced operations in June; 
the General Banking Act, however, had not 
been implemented at the time of the northern 
attack, and the law has not been put into effect 
to date. The value of the booklet is by no means 
limited to these documentary and _ historical 
aspects. 

The dominant theme is the spiraling infla- 


tion, primarily the result of heavy government 
deficit spending and large-scale borrowing by 
government agencies outside the budget. Of 
particular interest is the examination of the 
sudden spurts in the money supply in the last 
quarters of 1946, 1047, 19048, and 1949—due to 
the rediscounting by the Bank of Korea of the 
rice purchase paper issued by the government— 
and the relative stability of bank loans and 
money in circulation, at progressively higher 
plateaus, in the first nine months of each 
succeeding year. 

The urgent need to devise measures to break 
or retard this inflationary process strongly 
influenced Bloomfield and Jensen in their rec- 
ommendations on banking reforms. For ex- 
ample, the proposed statute for the reorganized 
Bank of Korea contains provisions that might 
appear very restrictive on advances to the 
government and on long-term financing of 
governmental or private requirements. Similar- 
ly, the proposed statute for other banks and 
financial institutions defines and limits with 
special strictness the scope of long-term financ- 
ing by private institutions. It may be doubted 
whether, under normal conditions, these severe 
provisions would be appropriate to a country 
still underdeveloped, whose hope for economic 
and social stability lies in a higher productivity 
of agriculture and a steady growth of industry 
and trade. The authors explain, however, that 
such severe provisions would hardly have been 
necessary but for the need of a sharp break with 
the then existing situation, in which the com- 
bined magnitude of the government’s financing 
of the long-term development program and of 
the expansion of private credit by commercial 
banks had contributed so materially to the 
existing inflation, and they argue persuasively 
that a check to these inflationary forces will 
be an indispensable prerequisite to any normal 
economic development. 

These remarks suggest that the authors 
perhaps intended to allow for some liberaliza- 
tion of the proposed statements in the future, 
so as to enable all financial institutions (includ- 
ing the central bank) to play a more important 
role in financing the economic development of 
Korea, within a framework of gengral financial 
and social stability. 


Frank M. TAMAGNA 
Washington, DC 
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Russia's Soviet Economy. By HARRY SCHWARTZ. 
New York: Prentice-Hall, Inc., 1950. Pp. 
XXVi-+ 502. $6.65. 

This is a comprehensive and up-to-date 
book on the Soviet economy. Its basic organiza- 
tion is cross-sectional, with chapters on indus- 
try, agriculture, transportation and communi- 
cation, finance, labor, trade-housing-services, 
and foreign economic relations. In this respect 
it differs from, and supplements, the more 
historically oriented volumes on the Soviet 
economy by Dobb and Baykov. Professor 
Schwartz makes available, for the first time 
in English, a well-organized institutional and 
statistical picture of each sector of the Soviet 
economy based on a huge mass of materia, 
from both English and Russian sources. The 
book also contains background chapters on 
Soviet resources, history, and ideology and 
chapters on economic development and econom- 
ic planning. The comprehensiveness of this 
work in its description of the Soviet economy, 
which is its principal merit, is perhaps respon- 
sible for the fact that the author insufficiently 
distinguishes between the more and less im 
portant features of the Soviet economy. The 
book, though smoothly written, somewhat 
resembles a piece of music in which every note 
is played at the same tempo and intensity 

A chronic defect of descriptive writings on 
the Soviet economy is the tendency to show how 
the economy should operate (per Soviet theory) 
rather than how it actually operates. This is 
unavoidable at present because the scattered 
information on this subject which is available 
has not been collected and analyzed. Some of 
the most important lessons of the Soviet plan- 
ning experience await the results of such analy- 
sis. Russia’s Soviet Economy suffers from this 
defect. It is to Schwartz's credit, however, that 
he makes some attempts to pierce the legal- 
istic facade which screens the actual operations 
of the Soviet planned economy. 

In some chapters, howeyer, he loses himself 
so completely in legal and institutional details 
that the basic causal relationships are obscured. 
A case in point is the chapter on the Soviet 
financial system: nowhere in this chapter does 
the author come to grips with the fundamental 
Soviet, financial problem-—prevention of in- 
flation. Early in the chapter he describes the 
results of the inflation: large increases in the 
volume of money and credit in the prewar pe 
riod and a tenfold increase in food prices from 
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1928 to 1940 (p. 403). Subsequently, he de- 
scribes a very smoothly functioning financial 
if one had not read the earlier 
section, would create confidence that the So- 
viets had indeed constructed the mechanism 
to insure financial stability. One looks for a clue 
as to how such an apparently beautiful financial 
could give birth to such an un 
scemly inflation. With the exception of some 
pertinent comments on wartime inflati nm, no 
clues are to be found 

\ critical review of Soviet financial policy 
is needed here. What is the relationship between 
Soviet fiscal and credit policies? Is Soviet short- 
term credit policy likely to be inflationary and 
under what conditions? How successful has the 
State Bank control function of 
keeping expenditures on wages within the limits 
if the plan? How is this related to the upward 
pressure of wages discussed in another chapter 
(p. 460)? These and other problems should have 


system which, 


mechanism 


been in its 


been called to the reader’s attention even if 
answers were not available 

With a few exceplions, more sophistication 
is shown in the presentation and use of statistics 
than is to be found in any other general book 
Soviet economy. The most important 
exception is Table 59 (p. 461): average annual 
earnings are deflated by an index based on a 
small sample of state food-store prices to ar- 
rive at an index of earnings of workers in terms 
of 1928 “food rubles.” The index stands at 
703 in 1928, Tises toa peak of 710 In 1932, de- 
clines in the late 1930's to about 350, and then 
ty 250 in 1948. Schwartz carefully qualifies 
these results. However, they are in 
direct conflict with qualitative information at 
our disposal, it would have been the better 
part of valor to have left this table out of the 
book entirely. Because of the important impli- 
cations of the table, a few comments are in or- 


since 


der 

ndex shows workers’ “real’’ wages -to 
be twice as large in 1932, one of the worst 
famine vears in Soviet history, as in 1937, the 
best crop year in the Soviet period, This fan 
tastic result, which belies the very purpose of 
the 1¢ to the inability of an index 
based on state-controlled prices to reflect re 
pressed inflation and the spread between con- 
trolled prices in the state stores and uncon- 
trolled prices in the open markets. Since the 
pressed inflation in the U.S.S.R. 
form in the period covered by the 


index, is d 


degree of f 


was not ul 


index, the usefulness of state-controlled food 
prices as a deflator is seriously vitiated 

Furthermore, it is inevitable that “real’’ 
wages in the very limited sense of Table 59 will 
be taken to represent something broader, e.g., 
standard of living. The author, himself, falls 
into this trap (p. 462). An important reason 
why this is not the case is that the proportion 
of wage-earners in the urban population has 
increased substantially, e.g., by about 30 per 
cent from 1939. If Schwartz's index 
could have been adjusted for. this, for repressed 
inflation, and for other qualifications mentioned 
in the text (e.g., increase in free social services), 
the results would undoubtedly have been nyich 
different. 

In spite of its limitations, this book repre 
sents an important contribution to the study of 
the Soviet economy. Schwartz has performed a 
considerable feat in unifying the vast conglom 
eration of existing materials on the Soviet 
economy. The interested layman will find Rus 
sia’s Soviet Economy easy to read and informa- 
tive; as a classroom text, it is the most useful 
yet published; and the specialist will find it in- 
valuable as a single source containing most of 
the important institutional materials in Soviet 
economics along with many useful references 
to English and Soviet sources. 


1928 to 


FRANKLYN D. HoLzMAN 


Harvard University 


Der Aussenhandel swischen marktwirtschaftlich 
organisierten und sentralgeleiteten Volkswirt 
schaften {Foreign Trade between Market 
Economies and Centrally Controlled Econo- 
mies”). By GraF. Zurich and St. 
Gallen: Polygraphischer Verlag, 1951. Pp. 
xvi+190. Swiss Fr. 12.00. 

This doctoral dissertation, published by the 
famous Swiss School of Commerce in St. Gallen, 
treats a subject of great theoretical and practical 
interest. After sketching the basic differences 
between market economies and centrally con 
trolled economies, the author surveys the 
foreign-trade problems connected with central 
controls, discusses the relevant provisions of 
the Havana Charter, and adds some remarks 
on economic policy with particular reference 
to commercial relations between the Soviet 
area and Switzerland. 


BOOK REVIEWS 8o 


The author demonstrates his command of 
pure and applied economic theory and his 
familiarity with the most important American 
as well as European writings on the subject; 
the only notable omission is A. O Hirschman’s 
work on National Power and the Structure of 
Forcien Trade. The dissertation contains little 
that is wrong but (like so many of its kind) 
equally little that is strikingly original, and the 
author sometimes seems to miss the most 
interesting point of the subject under discus 
Sion 

\ few examples: It is true that the Comin, 
form countries tried to use their foreign-trade 
policies for strangling the Yugoslav economy 
after Tito’s fall from grace (p. g1); but the 
author does not point out that the change in 
Soviet trade policies lagged by several months 
behind the change in Soviet politics although 
this lag might permit a rather exact estimate 
of the time required in a centrally controlled 
economy to adapt foreign-trade plans to new 
circumstances, It is also true that the differences 
in cost accounting between Communist and 
non-Communist countries may create substan- 
tial difficulties in foreign trade (pp. 129 ff.); 
but the author dismisses the Communist posi- 
tion on cost accounting as a mere “falsification” 
of the non-Communist concept instead of ex- 
plaining it asa meaningful part of an operating 
economic system. Similarly, it is true that the 
failure of the Soviet Union to sign the Havana 
Charter seriously impairs the prospects of inter- 
national regulation of trade between Com- 
munist and non-Communist countries (p. 147); 
but the author does not mention the fact that 
one important Soviet satellite, Czechoslovakia, 
still is counted among the “Contracting Par- 
ties” of the General Agreement on Tariffs and 

rade, which incorporates much of the Char- 
ter’s economic philosophy. Finally, the author 
fails to discuss similarities and differences be- 
tween the foreign-trade problems of fully con- 
trolled and of semicontrolled countries (such 
as the United Kingdom) or to analyze the 
effects of the “cold war” on the foreign-trade 
policies of countries which profess to adhere 
completely to the principles of a market econ- 
omy. 

Despite these sins of omission, the author 
presents what is probably the most compre- 
hensive treatment of the subject, and his work 
should be carefully studied by everyone who 


has to deal with the impact of controlism on 
international economic relations 


J. Hexserr Furtn 
Washington, D.C. 


The Negro and the Communist Parts By WILSON 
Recorp. Chapel Hill: University of North 
Carolina Press, 1951. Pp. x+340 $3.50 


For more than thirty years, since the founda- 
tion of their movement in this country, the 
Communists have worked energetically among 
American Negroes, seeking to capitalize on 
their frustrations and to channel their discon 
tent along Communist-approved lines. The 
story of these activities, and of the various 
Negro organizations the Communists seught 
to build or control, is told in detail in Wilson 
Record’s well-written and fully documented 
volume. 

This was not an easy book to write As one 
highly critical of Communist objectives and 
tactics, Record could not hope for assistance 
from Communists or followers of the party lime 
He has made up for this, as best he could, by 
a careful study of the literature. Each new turn 
in the party line is analyzed in the only terms 
that make sense—the shifting needs of the 
U.S.S.R. as they are understood by the leaders 
of the Communist party of this country. 

Record distinguishes six periods in the 
history of Communist organizatc nal and 
propaganda activities among American \e 
groes. Each period is clearly marked-—-some 
times by a different theoretical appraisal of 
American society and the position of the Negro, 
often by the formation of new organizations to 
further the new line, always by sharp changes 
in tactics. Sometimes the Negroes are \ iewed 
as an oppressed nation, with self-determination 
of the Black Belt as the goal; at other times 
the Communist objectve for Negroes ts com 
plete integration in American society In some 
periods Negro protest and betterment organ! 
zations are denounced as supporters of imperial 
ist reaction; in others their co-operation Is 
eagerly sought; in still others they are attac ked 
for protesting the Negro’s wrongs too vigor 
ously. Just as the Communist party makes 
these turns, often from one extreme to the 
other, so the organizations they control »make 
parallel twists; or, if their usefulness is at al 
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end, they are dissolved and new front organi- 
zations formed to promote the new line. Yet 
there is a logic to the party’s position: that 
whatever serves the interests of the ‘workers’ 
fatherland” 
American Negroes, workers everywhere, and 
the human race as a whole. 

Although in every period the analysis was 


promotes the ultimate welfare of 


made in terms of American conditions, at no 
time did a domestic event precipitate a new 
turn in the line. The changes between periods 
invariably were determined by Soviet needs, 
as is shown by a list of the dividing points 
the Sixth World Congress of the Communist 
International in 1928, the rise of Hitler and his 
threat to the U.S.S.R., the Stalin-Hitler Pact, 
the Nazi invasion of Russia, and the Duclos 
letter in April, 1945, which laid down the tactics 
appropriate to the forthcoming cold war before 
the shooting war was fairly over. 

For all their efforts. the Communists have 
little to show in the way of Negro membership 
or support. Most Negroes have always sought 
the removal of their disabilities and full integra- 
tion American Only when the 
Communists shout these slogans more loudly 
than anyone else do they appear to be leading 
the Negro protest movement. Informed Ne- 
groes, who have seen the party line shift and 
its spokesmen support one day what they were 
denouncing the day before, have become under- 
standably skeptical; and leading Negro organi- 
as the NAACP have been the 
object of too many Communist attacks from 
without, along with efforts to penetrate and 
conquer from within, to retain any confidence 
in the Communist movement. Yet the Com- 
munists have had an effect in dramatizing the 
Negro’s phght, in helping to break down pat- 
terns of discrimination, and in arousing Negro 
protest organizations to more militant activity. 


into society 


zations such 


In collecting and analyzing the material 
dealing with Communist efforts among Negroes, 
Record has done an able job of scholarship. 
Phat Communist policies and tactics in this 
country are dictated by the needs of the Soviet 
Union is not a new thesis; but to document this 
thesis so fully in an important area is a signifi- 
cant contribution 

Jor. SEIDMAN 
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Industrial Relations in Sweden: Some Compari- 
sons with American Experience. By CHARLES 

A. Myers. Cambridge: Technology Press, 

1951. Pp. vili+112. Boards, $2.00; paper- 

bound, $1.65. 

On the invitation of the American Embassy 
in Stockholm and of the Department of State, 
Professor Myers went to Sweden in the fall of 
1950 as the first “specialist in industrial rela- 
tions” under the Exchange of Persons Program 
established by the Smith-Mundt Act. This is 
the report of his observations (Myers calls 
them “impressions only”’) following two months 
of plant visits and discussions with many 
management and union officials. 

In both Sweden and America, Myers finds, 
top management has become increasingly con- 
cerned about the importance of industrial rela- 
tions in both its staff and its line aspects. He 
reports that in each country both management 
and labor prefer to handle their own problems 
without legal regulation of collective bargain- 
ing and new contract terms by government, 
despite the fact that the Taft-Hartley Act 
takes the American government into the col- 
lective-bargaining picture much further than 
does anything in Swedish labor law. The more 
striking differences in industrial relations in 
the two countries are summarized by Myers in 
this way: “Union-management relationships 
are more mature and developed in Sweden than 
in America, while management attention to 
plant-level industrial relations problems (per- 
sonnel administration) is more recent in Sweden 
than in America.” 

This is a valuable report. It demonstrates 
how useful international comparisons can be in 
dealing with controversial questions in the so- 
cial sciences. For example, most American em- 
ployers adamantly oppose industry-wide col- 
lective bargaining. By contrast, Myers found 
that in Sweden, where industry-wide bargain- 
ing has been general for many years, the typical 
attitude of virtually all employers was the one 
expressed by a high official of the Swedish Em- 
ployers’ Confederation: “I just cannot under- 
stand the attitude of American employers 
toward industry-wide or regional bargaining. 
It may have taken us twenty-five years here 
in Sweden to get stability in union-management 
relations, but it was worth the effort.” Likewise, 
on many other matters, such as the counter- 
inflationary role of collective bargaining in 
Sweden during the postwar period, the concern 
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of Swedish employers with their workers’ 
housing, and management's friendly attitude 
toward the Swedish foremen’s union, Myers 
has brought back important examples for 
Americans to consider. 

A great virtue of Myers’ report is his appre- 
ciation that it is not simply Americans who are 
habit-ridden and Swedes who are sensible, as 
American observers of Swedish accomplish- 
ments sometimes imply. On such matters as 
recruitment, selection and placement of work- 
ers, promotion and employment rating, “‘execu- 
tive development,” safety and medical services 
in industry, and measures to promote two-way 
communication between workers and manage- 
ment within the plant, Myers makes clear that 
Sweden can well look to the American expe- 
rience. 

Myers’ report will be available to Swedish 
industry and labor, thanks to the Swedish 
equivalent of our Committee for Economic 
Development, the Studieférbundet Naringsliv 
och Samhiille, which has had the report trans- 
lated into Swedish and is publishing it in 
Stockholm. 

LEONARD SILK 


Washington, D.C. 


United States Administration of Its International 
Economic Affairs. By WaALtace Parks. 
Baltimore: Johns Hopkins Press, ros1. Pp. 
Xxv +315. $5.00. 


Many believe that the administration by the 
United States of its international economic 
affairs is, to sav the least, inadequate for the 
tremendous obligations the nation has assumed. 
In recent months many persons have urged the 
necessity of doing something about it, with the 
favorite suggestion for achieving unity and 
consistency being the creation of one new over- 
all agency in which responsibility will be cen- 
tered. To me, the outstanding virtue of Dr. 
Parks’s timely book is that he delineates in 
considerable detail the extreme complexities 
of the problems and the present administrative 
structure and makes it clear that there are no 
simple solutions. He concludes that what is 
required is “a number of minor and inter- 
related changes over a wide front rather than 
sweeping constitutional or governmental re- 
form.” He sets forth and develops many “prin- 
ciples” or “themes” of administration, relates 
them to existing concrete situations, but be- 


lieves that his principles cannot be rigidly ap- 
pres 
plied and must be conditioned to the methods 


presently in use and frequently must be sub- 
ordinated to domestic political considerations. 

The author is concerned with three broad 
areas: (a) a clarification and reshuffling of the 
responsibilities of agencies other than the 
State Department; (>) an improvement in the 
conception and methods of over-all direction 
and management by the Executive branch; 
and (c) an improvement in relations between 
Congress and the Executive branch. With re- 
spect to the first, Parks would make many re- 
allocations of responsibilities on the basis (with 
many exceptions) of such “functional fields” 
as money, transportation, etc.; and his recom- 
mendations, which seem reasonable, add up to 
a greater concentration of responsibility in the 
departments of Commerce, Treasury, and Agri 
culture. To prevent excessive power concentra 
tions in the office of the President, Parks 
would strengthen the State Department as the 
“across-the-board” agency to implement the 
constitutional responsibilities of the President 
over the entire range of international affairs. 
He would strengthen and promote interagency 
discipline and collaboration by relying heavy ily 
on interdepartmental committees and tenta 
tively suggests the creation of a new Inter 
national Economic Council, to be chairmanned 
by the State Department. 

It is to be regretted that Parks did not see 
fit to treat in more detail the problem of 
improving the relations between Congress and 
the Executive branch. His main recommenda 
tions are restricted to some realignment in the 
jurisdiction of the various © ngressional com- 
mittees and to an extension of the device of 
intercommittee referrals. But this hardly 
seems adequate. He considers the general 
problem of reorganizing Congress for the na- 
tion’s present role in international affairs out- 
side the scope of his bock, but one suspects 
that this may be among the most important 
factors in improving the administration of our 
foreign economic affairs. The study is limited 
to Washington and does not consider the 
organization of overseas missions. This major 
omission is justified on the grounds that these 
problems are being stressed in a study cur- 
rently under way by the Brookings Institution. 

An assessment of the contributions of this 
book to the theory of organization or adminis- 
tration must be left to others. To economists in 
universities who are interested in international 
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economic affairs, it is a source of much useful 
factual information, as of early 1951. (A more 
complete index would have been helpful.) To 
economists who are government employees, 
it should be of great help in comprehending the 
almost unbelievably complex organization to 
which they belong. To all of us as citizens, it 
makes an important contribution to an under- 
standing of the importance, the difficulties, and 
possible improvements in the administration 
of the 
rhe book is not easy reading, however, and the 
which it is also addressed 


nation’s international economic relations 


yeneral public 
may find it too pedantic. 


GARDNER PATTERSON 


Princeton University 


Relaciones econdmicas entre México v Estados 
Unidos, 1870 1910. By JorGE EsPINosa DE 
tos Reves. Mexico, D.F.: Nacional Finan- 


ciera, S.A., 1951. Pp. 180 


Phis study of the economic relations of Mexi- 
United States covers the period of 
Porfirio Diaz. It 
American and Mexican materials, with many 
statistical tables to show the trend of develop- 
Dithculties in making the study arose 
particularly from discrepancies in the figures 
viven by the various authorities consulted. 
\lso the author found it impossible to make a 
complete segregation of the investments of the 


co and the 


the regime ol is based on 


ments 


various foreign countries. Hence this discussion 
s general in the belief that the effects of Ameri 


can capital on Mexican economy followed the 
Che author sets forth his basic 


general trend 
thesis and conclusion, as follows: 


The foreign investments and the political sta- 
bility. which the administration of President Diaz 
maintained, were without doubt decisive elements 
ic progress which the country ac hieved 
the roth century and the first 

« century. But if indeed it ts certain 
investments accelerated the economic 
and the political stability per- 
ent of the economic activities, 


in the econen 


n the last vears of 
decade tI 
that 

wress of the nator 
mitted the developt 
these two factors gave rise to continuous iniquilies 
and which vears later left as a 
balance a profound animadversion to the regime and 


unjust privileges, 


to foreign capité 
rins with a consideration of 
within 


The survey 


development of communications 


the 


the republic. Native capital was lacking or 
unavailable; European sources were dried up; 
so that American capital was all that was 
available. In spite of aversion on the part of 
many Mexicans, by means of American capital 
the country secured a system of railways, af- 
fording communication with the various ports, 
the several parts of the republic , and the United 
States. The second section discusses the com- 
countries 
for reve- 


industries 


mercial relations between the two 
The effects of the protective policie s 
nue in Mexico and for support of 
in the United States are outlined. Information 
is afforded regarding the items entering into 
the commercial exchanges, and tables are given 
to show the changes which took place in ex- 
ports and imports. The progress of industriali 
zation in Mexico is described and its effect on 
imports set forth. The complete text of an un 
ratified commercial treaty of 1883 between 
Mexico and the United States ts given, which 
serves to illustrate something of the thinking 
on the subject. There is also an account regard 
ing the free zone along the Mexican American 
border and the problems which arose in con 
nection with it. 

The third section considers the general sub 
ject of American investments in Mexico. The 
influence of the political situation, espe ially 
with reference to the fears of Mexicans that 
the capitalists would exert undue pressure, !s 
detailed. The types of investment, direct at 
first and later largely converted into indirect, 
are pointed out, with the indication that Amer! 
can capital was prince ipally devoted to railway 
construction, mining, and textile industries, 
with lesser amounts in other lines. This section 
ends with a survey of the effects of foreign in 
vestments on the Mexican national economy. 
The final section comprises a statement of the 
author’s conclusions upon which he has based 
his major thesis. 

The author has presented a valuable study 
emphasizing Mexican viewpoints, to which in 
some cases American readers will be inclined to 
take exception. However, the volume is 4 
worthy contribution, which serves to threw 
light on the economic relations between the 
United States and Mexico during 2n important 
period of Mexican history. 

Roscoe R. 
Washington, D.C. 
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tempers and helps everybody ge more things 


/ 
| | ' 
| 
mice to pick up the telephone and hear Any time ie. good time for wiephons 
an alest, friendly voice come over the wires, courtesy. But right now, when the rush is Ag 
may be the familiar “Voice with ond minutoy are scarce, it je doubly 
Smile” of the telephone operator. Or a friend 4 
or business customer. Or stranger you're 
meeting —and jadging —for the first time 
by telephoee. 


